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Audit Risk A lert— 1997/98
Introduction
What is the purpose of this Audit Risk Alert? What are the
risks associated with the audit process?
This Alert is intended to help auditors plan their 1997 year-end
audits. Successful audits are the result of a number of factors,
in clu d in g the acceptance o f clients w ith in tegrity; adequate
partner involvement in planning, supervising, and performing
audits; an appropriate level of professional skepticism; and the
allocation of sufficient audit resources to h igh -risk areas.
Addressing these factors in each audit engagement requires sub
stantial professional judgm ent based, in part, on a knowledge of
professional standards and current developments in business
and government.
Throughout the audit process, from the initial consideration of
whether to accept a client to the issuance of the audit report,
auditors should consider overall engagement risk. Engagement
risk consists of the following three components:
1. Client’s business risk—The risk associated with the entity’s
survival and profitability
2. Audit risk—The risk that the auditor may unknowingly
fail to appropriately modify his or her opinion on finan
cial statements that are materially misstated
3. Auditor’s business risk—The risk of potential litigation
costs from an alleged audit failure and the risk of other
costs (whether an audit failure is alleged or not), such as
fee realization and the effect on the auditor’s reputation
resulting from association with the client
Although this Audit Risk Alert does not provide a complete list of
the risk factors to be considered, and the items discussed do not
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affect risk in every audit, it can be used as a planning tool for
matters that may be especially significant for a specific audit. Dur
ing the conduct of all engagements, auditors must remember that
their paramount responsibilities are to boards of directors, share
holders, creditors, and the public. This requires traits that are the
hallmarks of auditors: independence, objectivity, and integrity.

Economic Environment
What are the current conditions in the U.S. economy?
The seven year-old economic expansion, currently the second
oldest on record, continues in 1997. During the first quarter the
U.S. economy grew at a 5.9 percent annualized rate, its fastest in
more than nine years. Despite a modest slowdown during the sec
ond quarter, third quarter activity showed renewed momentum.
In addition, leading indicators suggest robust economic activity
through the rest of the year.
Key economic barometers painted a highly favorable portrait of
1997 business conditions. The Dow Jones Industrial Average
climbed to a new record by breaking the 8,000 mark; long-term
Treasury bonds dropped as low as 6.23 percent; unemployment
rates hovered near 5 percent, the lowest in nearly twenty five years
(as a result, job markets have generally been tight, with employers
having an increasingly difficult time finding qualified workers),
and consumer confidence hit a 28-year high. Given these charac
teristics, which are supportive of continued expansion, overall eco
nomic growth for 1997 is expected to exceed 3 percent.
Historically, such a scenario would suggest the very real threat
of inflation. However, it is w idely held that inflation will remain
in check throughout 1997. This is thought to be due in large
part to recent capital expenditures in technology, resulting in
advances that have increased worker productivity. Accordingly,
consumer prices are expected to rise by a modest 2.5 percent
this year, the slowest pace since 1986. W holesale prices, which
fell for a record six straight m onths, are not expected to rise
significantly.
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W ith respect to regional economic conditions, the strongest gains
were concentrated in the Northeast and Pacific regions, continu
ing the trend that began during the second half of 1996. The
Pacific region remains the nations strongest economic sector
(dom inated by C alifornia’s high-tech, construction, and trade
industries), with a growth rate over the prior year of 4.7 percent.
Following closely behind is the Northeast whose resurgence is
attributable in part to the decrease in corporate downsizing and
W all Street prosperity. These factors have helped to generate
higher incomes and fuel housing markets. The East C entral
regions (the manufacturing heartland) lagged behind the rest of
the nation, with a 1 percent rate of growth. The remaining geo
graphic regions showed growth rates within the 2 percent to 2.5
percent range.

Current Audit Issues and Other Audit Problems to Watch For
Auditing Estimates
Executive Summary
• Auditors should be alert to accounting estimates that may be materi
ally misstated if the underlying assumptions used rely too heavily on
current economic conditions to forecast future events.
• At a minimum, auditors should be familiar with the guidance set forth
in SAS No. 57, A uditing A ccounting Estimates, SAS No. 56, Analyt
ical Procedures, and SAS No. 73, Using the Work o f a Specialist, when
auditing accounting estimates.
• Additional assistance in this area can be found in the AICPA publi
cation Auditing Estimates and Other Soft Accounting Information.
What should auditors be concerned with when auditing
accounting estimates in the current economic environment?
Although current economic conditions are generally favorable,
existing trends are not expected to continue at the same pace
through next year. Forecasts for 1998 suggest a modest increase in
interest rates, a corresponding rise in consumer prices (inflation)
and an overall slowing of economic growth. Accordingly, when
9

auditing accounting estimates1, auditors should give close attention
to the underlying assumptions used by management. M anage
ment is responsible for making estimates included in the financial
statements, and those estimates m ay be based in whole, or in
part, on subjective factors such as judgment based on experience
about past as well as current events and assumptions about condi
tions it expects to exist. Auditors should be alert to the possibility
of managements overreliance on economic information based on
current favorable conditions to predict future outcomes, because
that may result in materially misstated estimates.
W hen auditing estimates, auditors should be familiar with State
ment on Auditing Standards (SAS) No. 57, A uditing A ccou n tin g
E stim ates, (AICPA, P rofession a l Standards, vol. 1, AU sec. 342)
which provides guidance on obtaining and evaluating sufficient
competent evidential m atter to support significant accounting
estimates used in a client's financial statements. The guidelines set
forth by SAS No. 57 include—
• Identifying the circumstances that require accounting esti
mates.
• Considering internal control relating to developing account
ing estimates.
• Evaluating the reasonableness of management's estimate by
reviewing and testing the process used and the assump
tions made.
• Developing an independent expectation as to the estimate.2
1. Precisely defined, accounting estimates are approximations o f financial statement ele
ments, items, or accounts that are used in historical financial statements to measure the
effects o f past business transactions or events, or the present status o f an asset or liabil
ity. Examples include uncollectible receivables, subscription income, valuation o f secu
rities, initial direct costs o f leases, residual value, and useful lives o f depreciable assets.
2. Analytical procedures, which consist o f evaluations o f financial information made by a
study o f plausible relationships among both financial and nonfinancial data, provide
useful tools for this purpose. The application o f such procedures can assist the auditor in
developing independent expectations as to the estimates used by management. For
example, auditors may wish to compare client-generated information with industry sta
tistics to assess the reasonableness o f financial statement assertions. Authoritative guid
ance on the use o f analytical procedures by auditors is set forth in SAS No. 56, Analytical
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), which requires the use
o f analytical procedures in the planning and overall review stages o f all audits.
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The technical complexities and subjectivity of estimates relating
to future events or the unique nature of the client’s business may
necessitate consideration of using the work of independent spe
cialists, as discussed in SAS No. 73, U sing th e Work o f a S pecialist
(AICPA, P ro fessio n a l S ta n d a rd s, vol. 1, AU sec. 336). Expert
opinions and analyses from engineers, architects, appraisers, or
attorneys may constitute competent evidential matter that may
be used to evaluate material estimates. For example, a specialist
may be engaged by management or the auditor to interpret com
plex contractual arrangements or assist in the valuation of special
ized inventory.
Auditors should carefully consider the effects of post-balancesheet events on the estimation process. Auditors should refer to
SAS No. 1, C o d ifica tio n o f A u d itin g S tan dards a n d P ro ced u res
(AICPA, P rofessional Standards, vol. 1, AU sec. 560, Subsequent
Events), which provides guidance on events or transactions that
have a material effect on financial statements and that occur sub
sequent to the balance-sheet date but prior to the issuance of the
financial statements and the auditor’s report. Such events or
transactions may require adjustment or disclosure in the finan
cial statements.
In addition, auditors should note that some computerized sys
tems produce data that is used in generating estimates. If that
information, or the estimates themselves, is affected by the year
2000 problem , those estim ates m ay be erroneous. Auditors
should be alert to the impact of the year 2000 problem on esti
mates, as well as on other issues. This matter is addressed in the
section the year 2000 issue later in this Alert.
Practical guidance on auditing accounting estimates will be avail
able in the AICPA nonauthoritative practice aid, A u d itin g Esti
m ates a n d O ther S oft A ccou n tin g Inform ation . The publication will
include information on how to plan effectively for the audit of
soft accounting information, how to gather and assess relevant
audit evidence, and proper financial statement presentation and
disclosure. Case examples and sources of inform ation neces
sary to conduct general business and industry research will also
be included.
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Client Fraud
Executive Summary
• Auditors should maintain an attitude of professional skepticism
toward the commission of fraud even when internal or external fac
tors, on the surface, may suggest otherwise.
• Auditors should be familiar with the requirements of the new fraud
Standard, SAS No. 82, Consideration o f Fraud in a Financial State
m ent Audit, which provides, among other things, that auditors
specifically assess the risk of material misstatement due to fraud in
every audit.
• To assist in the understanding and implementation of the new SAS,
the AICPA has published Considering Fraud in a Financial Statement
Audit: Practical Guidance fo r Applying SAS No. 82; created a continu
ing professional education course, Consideration o f Fraud in a Finan
cia l Statem ent Audit: The A uditor’s Responsibilities Under the New
SAS, and made additional information available at the AICPA Web
Page, http://www.aicpa.org.
Is client fraud still a problem in times o f economic prosperity?
What are the auditor's responsibilities to detect fraud under the
new auditing standard?
W hile there may be a greater likelihood for the existence of pres
sures or incentives to commit fraud during recessionary periods,
auditors should not become complacent by accepting the notion
that little or no fraud will be perpetrated during periods of relative
economic prosperity. Fraudulent acts can be and are committed in
m any different settings— for m any different reasons. Auditors
should not assess the risk of material misstatement due to fraud on
the basis of preconceived notions, but rather on an individual
assessment of risk factors unique to a given client. By way of exam
ple, assume that it has been widely reported that investment ana
lysts have predicted an annual average gross profit margin of 12
percent for a particular industry. Further assume that an entity
within that industry is, by its own historical measure, performing
quite well, but below those forecasted expectations. As a result,
that entity’s management may feel pressure to materially misstate
its financial statements to keep pace with industry averages. This
12

is just one example that demonstrates the importance of the audi
tor m aintaining an attitude of professional skepticism concerning
the commission of fraud even when internal conditions (such as
upward trends in the entity’s key financial ratios) or external con
ditions (such as overall economic prosperity) may, on the surface,
suggest otherwise. Auditors should also note that, along w ith
client bankruptcy, fraud is one of the more common reasons for
litigation against auditors.
For audits of financial statements for periods ending on or after
December 15, 1997, auditors should comply with the guidance set
forth under SAS No. 82, C onsideration o f F rau d in a F in a n cia l
S tatem en t A udit (AICPA, P rofession al Standards, vol. 1, AU sec.
316). Issued in February 1997 by the Auditing Standards Board
(ASB), the new Standard supersedes SAS No. 53, The A u ditor’s
R esponsibility to D etect a n d R eport Errors a n d Irregu la rities in a
F in a n cial S tatem ent A udit (AICPA, P rofessional Standards, vol. 1,
AU sec. 316A)3 and amends SAS No. 47, A udit Risk a n d M ateri
a lity in C on d u ctin g an A udit (AICPA, P rofessional Standards, vol.
1, AU sec. 312). It also amends SAS No. 1, C odification o f A udit
in g Standards a n d P rocedures, R esponsibilities a n d F unctions o f the
In d ep en d en t A uditor (AICPA, P rofession al S tandards, vol. 1, AU
sec. 110) and D ue Care in th e P erform a n ce o f Work (AICPA, P ro
fessio n a l Standards, vol. 1, AU sec. 230).
Specifically, the new standard—
• Describes two types of misstatements that are relevant to
the auditor's consideration in a financial statement audit:
misstatements arising from fraudulent financial reporting;
and misstatements arising from misappropriation of assets.
• Requires the auditor to specifically assess the risk of mater
ial misstatement due to fraud on every audit and provides
categories of fraud risk factors that the auditor should con
sider in making that assessment. It provides examples of
fraud risk factors that, when present, m ight indicate the
presence of fraud.
3. A comparison o f the requirements o f SAS No. 53 with those o f SAS No. 82 is pre
sented in appendix A o f this Audit Risk Alert.
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• Offers guidance on how the auditor m ay respond to the
results of the assessment.
• Reaffirms the requirement that the auditor communicate
known instances of fraud to an appropriate level of man
agement and the audit committee and, under certain cir
cumstances, appropriate regulators.4
• Provides guidance on the evaluation of test results as they
relate to the risk of material misstatements due to fraud.
• Requires the auditor to document evidence of the perfor
mance of the assessment including risk factors identified as
present and the auditor's response thereto.
In an effort to assist auditors in the understanding and implemen
tation of SAS No. 82, the AICPA has undertaken the following:
• Issued C on sid erin g F raud in a F in a n cia l S ta tem en t A udit:
P ra ctica l G u id an ce f o r A pplying SAS No. 82 (product no.
008883SM ). This AICPA publication provides nonauthori
tative guidance to practitioners on considering fraud in
financial statement audits. This publication provides imple
mentation guidance, industry-specific risk factors (along
with suggested audit responses) and various practice aids
(audit procedures, sample workpaper documentation, and
engagement and representation letters). Additionally, the
AICPA publishes a pamphlet designed to explain the
requirements of SAS No. 82 to audit clients titled The A udi
to r ’s R esponsibility f o r D etectin g F raud (product no. 06067).
• Created a continuing professional education course, Consid
eration o f F raud in a F inancial S tatem ent Audit: The A uditor's
R esponsibilities U nder th e N ew SAS. This course has been
published and is available in both seminar and self-study
versions. A CD-ROM version will be available soon.
• Developed a speech outline of SAS No. 82, along with a
comparison of SAS No. 82 and SAS No. 53 and details on
4. See Appendix B for the relevant excerpt from the Private Securities Litigation Reform
Act o f 1 9 9 5 — Auditor Disclosure o f Corporate Fraud.
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upcoming conferences on the new SAS. These are available
on the AICPA Web Page, http://www.aicpa.org.

The Year 2000 (Y2K) Issue
Executive Summary
• Unless corrective actions are taken, the year 2000 may cause account
ing and financial information systems to produce inaccurate date
related output.
• The Audit Issues Task Force will soon issue guidance on the auditor’s
responsibility to detect year 2000 issues; audit planning considera
tions; and the circumstances under which year 2000 issues may con
stitute reportable conditions.
• Auditors may wish to include references to the year 2000 issue in
their engagement and management letters.
• Auditors should consider client accounting for the year 2000 issues
pursuant to such pronouncements as EITF Issue No. 96-14; SOPs
81-1, 91-1, and 94-6; ARB 43; and FASB Statement Nos. 5,48, 86,
and 121. For publicly held entities, SEC rules and regulations should
be considered.
• Auditors should be alert to the litigation threats that may arise from
the year 2000 issue.
How will the arrival o f the year 2000 affect your audit client's
accounting and financial information systems? What issues
need to be addressed this year?
The m ajority of computer programs in use today have been
designed to store dates in the dd/mm/yy (date/month/year) format,
thus allowing only two digits for each date component. For exam
ple, the date December 31, 1997, is stored in most computers as
12/31/97. Inherent in programming for dates in this manner is the
assumption that the designation “97” refers to the year 1997. Ini
tially developed as a cost-saving technique, this long-standing prac
tice of using two-digit year input fields will cause many computers
to treat the entry “00” as 1900.Therefore, such programs will recog
nize the date January 1, 2000 (01/01/00) as January 1, 1900! Unless
remedied, significant problems relating to the integrity of all infor15

mation based on time will then arise. Inventory-control systems
might treat new items as obsolete, receivables may be erroneously
identified as past due, interest calculations will be incorrect, paid-up
insurance policies may be considered expired, and computerized
equipment-maintenance schedules will be adversely affected, as will
expiration dates for credit cards and periodical subscriptions and so
on. To further complicate the issue, even if an entity’s computer
software and hardware have been modified to resolve the problem,
the entity may be affected by the computer systems of customers,
vendors, or third-party data-processing services that have made no
such modifications. In one current situation, a major credit card
issuer had to recall its cards when expiration dates for the year 2000
and beyond were rejected by retailers’ systems.
How widespread is the problem? It is currently estimated that less
than 35 percent of North American businesses have addressed this
issue in any substantive manner. Europe m ay be even further
behind, with less than 10 percent of organizations actively seeking
solutions. The cost of modifying systems to correctly accept the
“00” entry as the year 2000 approaches is expected to be very sig
nificant. Preliminary estimates indicate that worldwide costs could
total hundreds of billions of dollars over the next several years.
W hat are the auditor’s responsibilities in this area? The AICPA’s
Audit Issues Task Force (AITF) of the ASB will soon issue a series
of Interpretations of the Auditing Standards to explain just that.
The Interpretations are to address three questions:
1. Does the auditor of financial statements have a responsibility
to detect the year 2000 issue?
2. How does the year 2000 issue affect the planning for an
audit of financial statements?
3. Under what circumstances is the year 2000 issue a reportable
condition?
Even in situations in which, in the auditor’s judgment, the year
2000 issue is not a reportable condition (and even when the effects
of the problem have not been detected), auditors are encouraged
to discuss the issue with their audit clients.
16

SAS No. 83, E sta b lish in g a n U n d ersta n d in g w ith th e C lien t
(AICPA, P ro fessio n a l S tan d ards, vol. 1, AU sec. 310) requires
auditors to obtain an understanding with the client regarding the
service to be performed, including the objectives and limitations
of an audit of financial statements (see the New A uditing and
Attestation Pronouncements section of this Alert). Auditors may
wish to specifically address the year 2000 issue in connection
with obtaining that understanding and may consider adding lan
guage such as the following to their engagement letter:
Because many computerized systems use only two digits to
record the year in date fields (for example, the year 1998 is
recorded as 98), such systems may not be able to accurately
process dates ending in the year 2000 and after. The effects of
this issue will vary from system to system and may adversely
affect an entity’s operations as well as its ability to prepare
financial statements.
An audit of financial statements conducted in accordance with
generally accepted auditing standards is not designed to detect
whether the entity’s systems are year-2000-compliant. Further,
we have no responsibility with regard to the Company’s efforts
to make its information systems year-2000-compliant. These are
responsibilities of the Company’s management. However, we
may choose to communicate matters that come to our attention
relating to the year 2000 issue for the benefit of management.
The auditor also may wish to consider whether year-2000-related
problems should be highlighted in his or her management com
ment letters. Through inquiries of client personnel, the auditor
m ay obtain information regarding the client’s understanding of
the year 2000 issue and, if applicable, the progress of its year
2000 compliance efforts. The auditor may wish to communicate
to senior m anagement and the audit committee the results of
such inquiries and any observations regarding the year 2000.
However, auditors should be cautious in these communications
not to im ply an assumption of assuring year 2000 compliance.
Illustrative language that auditors may want to add to their man
agement letters regarding the year 2000 issue can be found in
appendix C of this Alert.
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Depending on the company’s reliance on date-dependent pro
cessing and the state of preparedness for the year 2000, the audi
tor also m ay want to address certain other situations relating to
the year 2000 issue in his or her m anagem ent letter. Some of
these situations may be—
• The client has not begun to address the year 2000 issue.
• The client recognizes the issue but needs to develop a year
2000 compliance program.
• The client recognizes the issue but needs to assess the effect
of the year 2000 issue on its systems.
• The client needs to consider the budget and resource
implications of the plan.
• The client is not currently meeting its year 2000 compli
ance project’s timetables.
• The client purchases software from vendors and believes
the year 2000 issue does not affect it.
Auditors should consider whether costs associated with their clients’
modifications of computer systems pursuant to the year 2000 issue
have been properly accounted for. The Financial Accounting Stan
dards Board’s (FASB) Emerging Issues Task Force (EITF) has con
sidered this matter in EITF Issue No. 96-14, A ccounting f o r the Costs
A ssociated w ith M odifyin g C om puter Softw are f o r the Year 2000. This
issue addresses accounting for the external and internal costs specif
ically associated with the modification of internal-use computer
software for the year 2000. The issue does not address purchases of
hardware or software that replace existing software that is not year2000-compliant, nor does it address impairment or amortization
issues relating to existing assets. The task force reached a consensus
that external and internal costs specifically associated with modify
ing internal-use software for the year 2000 should be charged to
expense as incurred. Securities and Exchange Commission (SEC)
staff has agreed with the EITF consensus.
In some circumstances, the year 2000 issue m ay render certain
client assets (such as computer hardware and software) obsolete or
18

inoperable. Accordingly, auditors may wish to consider whether
the client has properly accounted for such events by appropriately
adjusting useful lives, residual values or both, or recognizing
im pairm ent losses pursuant to the guidelines set forth under
FASB Statement No. 121, A ccounting f o r th e Im pairm en t o f LongL ived assets a n d f o r L on g-L ived Assets to B e D isp osed 0f ( FASB,
C urrent Text, vol. 1, sec. I08).
Other issues to be considered include the following:
• Revenue recognition principles for software transactions
are set forth in AICPA Statement of Position (SOP) 91-1,
S oftw are R even u e R ecogn ition . This pronouncement soon
will be replaced with a new SOP that will provide guidance
on the tim ing of revenue recognition in arrangements that
m ay include the presence of specific factors, including
uncertainty of customer acceptance; customer cancellation
privileges; and multiple elements, including upgrades and
enhancements and postcontract customer support. Enti
ties should be aware that the year 2000 issue could affect
one or more of these factors and have an unexpected effect
on future revenue recognition.
• The year 2000 issue m ay create product w arranty and
product defect liability and product returns issues for soft
ware and hardware vendors. These vendors should con
sider FASB Statement No. 5, A ccou n tin g f o r C on tin gen cies
(FASB, C urrent Text, vol. 1, sec. C59), paragraphs 24-26 if
there are product warranty or product defect liability issues
and FASB Statement No. 48, R even u e R ecogn ition W hen
R ight o f R eturn Exists (FASB, C urrent Text, vol. 1, sec. R75),
for the product returns issue.
• Software developers should evaluate arrangem ents to
address the year 2000 issue for other entities for a fee that
are being accounted for under SOP 81-1, A ccou n tin g f o r
P erform a n ce o f C onstruction-T ype a n d C ertain P rod u ction Type Contracts. For any contract expected to result in a loss,
the vendor should record a provision for the entire loss in
the period in which it becomes evident.
19

• FASB Statement No. 86, A ccou n tin g f o r th e Costs o f C om 
p u te r S oftw a re to B e Sold, Leased, o r O th erw ise M a rk eted
(FASB, C urrent Text, vol. 1, sec. Co2), is the authoritative
Standard on accounting for costs incurred to produce or
purchase software that is to be sold, leased, or otherwise
m arketed. O nly certain costs qualify for capitalization
under this Standard. M ost are classified as intangible
assets, but some qualify as inventory costs. In accordance
with the guidance in that Statement, a write-down or an
acceleration of amortization may be necessary if estimated
future gross sales are lower than expected because of the
year 2000 issue.
• Inventories of storage m edia (such as disks) that are not
year-2000-compliant would be subject to the lower of cost
or market test described in Accounting Research Bulletin
(ARB) 43, R estatem ent a n d R evision o f A ccou n tin g R esearch
B ulletins, chapter 4, paragraph 8.
• In addition to the disclosure requirements under the pro
nouncements mentioned in the preceding section, practi
tioners should be aware of the requirements of SOP 94-6,
D isclosu re o f C ertain S ig n ifica n t Risks a n d U n certa in ties.
Although the need for disclosure by an entity depends on
facts and circumstances, disclosure m ay be required in
such areas as im pairm ent or am ortization of capitalized
software costs, inventory valuation, long-term -contract
accounting, or litigation. In addition, SAS No. 59, The
A uditors C onsideration o f an E ntity’s A bility to C on tin u e as a
G oing C oncern (AICPA, P rofessional Standards, vol. 1, AU
sec. 341) discusses the disclosure requirements when there
are going concern issues. However, generally accepted
accounting principles (GAAP) do not require disclosure of
the costs to make systems year-2000-compliant.
Auditors of publicly held companies should consider the SEC’s
disclosure requirements. In August 1997, the SEC staff issued a
revised speech outline, titled C u rren t F in a n cia l R ep o rtin g a n d
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D isclosure Issues a n d R ulem ak ing P rojects o f th e D ivision o f C orpo
ration F inance. Although not authoritative, staff speeches provide
valuable insight into the SEC staff’s thinking on a particular
m atter and their approach toward resolving registrant issues.
The SEC Web site, www.sec.gov, contains the complete text of
staff speeches.
Auditors should also be aware of the potential legal threat relating
to year 2000 issues. Some litigation consultants have indicated that
lawsuits against corporate officers, directors, and perhaps auditors
will begin before the year 2000 over their failure to recognize and
remedy the problem. Some clients may be ignorant as to these mat
ters. Others m ay underestimate the magnitude of the problem.
Those who m istakenly believe that these problems should be
addressed and resolved as part of the audit process are most likely
to seek legal recourse if that outcome is not achieved. In addition,
auditors may wish to educate their clients on this new challenge
and its implications. Auditors may wish to incorporate these issues
in the engagement letter by outlining the responsibilities of the
both the client and the auditor. Thus, auditors advising the client
and planning ahead may deter any potential dispute with the client
while at the same time offering the opportunity of helping their
clients understand the seriousness of the problem and identifying
resources that may be needed to address the issues.
Additional information relating to the year 2000 issue is available
on the Internet at the following Web sites:
• Year 2000 home page— http://www.year2000.com
• Year 2000 Technical Audit Center page of AuditServe—
http://www.auditserve.com
• AuditNet Year 2000 Resources for Auditors— http://users.
aol.com/auditnet/y2kaudit.htm
• AICPA Web site— http://www.aicpa.org (An AICPA pub
lication detailing the specific Y2K issues of concern to the
profession is expected to be made available at this site in
the near future.)
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Engagement Letters— Indemnification Clauses
Can auditors limit their losses from litigation through the use
o f engagement letters?
Although no authoritative pronouncements currently require
that a written engagement letter be used in an audit, their use is
generally considered to be sound business practice. Engagement
letters can help prevent m isunderstandings between the client
and the auditor regarding the services to be performed and the
responsibilities of both parties. In addition, states generally recog
nize the engagement letter as a legally binding document, and its
use may therefore help reduce the risk of litigation.
In efforts to further reduce those risks, practitioners have increas
ingly begun to incorporate so-called indemnification clauses into
their engagement letters. Indemnification clauses typically pro
vide recourse to the auditor if sued for alleged audit failures when
the auditor has relied on representations by management that
were later discovered to be false.
In a recently reported lawsuit, a CPA firm won a six-figure settle
ment from a former financial institution client that blamed its
bankruptcy on alleged audit failures even though the client had
lied to the firm’s auditors about issues that had been raised by fed
eral regulators. In its engagement letter, the firm had included an
indemnification clause providing that the client would be respon
sible for paying any legal fees incurred by the firm due to its
reliance on any false representations made by the client. On the
basis of that clause, the firm was able to negotiate a favorable set
tlement from a position of relative strength. Successful resolu
tions to litigation against auditors, such as this one, have spurred
many in the profession to adopt, or at the very least consider, the
possibility of the inclusion of indem nification clauses in their
engagem ent letters. Although some question whether such
clauses add anything legally to common law, others believe that
including the clause in the engagement letter, at the very least,
puts the client on notice about precisely what their responsibili
ties are for the financial statements and their representations. See
discussion in the New Auditing and Attestation Pronouncements
section of this Audit Risk Alert relating to SAS No. 83.
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From the standpoint of auditor independence, this issue is
addressed in AICPA Ethics Ruling No. 94, In dem n ification Clause
in E ngagem ent Letters .5The ruling provides that an auditor’s inde
pendence is not im paired solely on the basis of an agreement
whereby the client would hold the member harmless from any
liability and costs resulting from knowing misrepresentations by
management. The SEC, however, forbids the use of such clauses
in contracts with public companies.

Electronic Evidence
Is there any guidance to assist auditors in following the
“paperless” audit trail?
Because of such issues as the continuing expansion of Internet
commerce, the ubiquitous com puter storing and processing
accounting and other financial data, Electronic D ata Inter
change, Image Processing systems, and the year 2000 issue, audi
tors are increasingly confronted with evaluating evidential matter
that m ay exist only in an electronic format. In these situations,
traditional source documents, such as purchase orders, invoices
and checks issued, have been replaced by electronic communica
tions between the audit client and its customers or vendors.
SAS No. 80, Am endm ent to SAS No. 31, E v id en tia l M a tter
(AICPA, P rofession al Standards, vol. 1, AU sec. 326) which was
issued in December 1996 and became effective for engagements
beginning on or after January 1, 1997, provides guidance to audi
tors who have been engaged to audit the financial statements of
an entity that transmits, processes, maintains, or accesses signifi
cant information electronically.
W hen audit evidence exists only in electronic form the SAS pro
vides that—
• Consideration should be given to when electronic infor
mation will be available in determining the nature, timing,
and extent of substantive audit procedures because elec5. See also A IC P A Ethics Ruling No. 10 2 , M em ber’s
(AICPA, Professional Standards, vol.2, ET sec. 19 1)

23

In dem n ification o f a Client.

tronic evidence that is not maintained or “backed up” may
be irretrievable after a certain period of time.
• Sole reliance upon substantive procedures to reduce detec
tion risk to an acceptable level may not be possible in cer
tain situations where significant information is transmitted,
processed, maintained, or accessed electronically. Accord
ingly, performing tests of controls to obtain evidence when
assessing control risk is appropriate.
A common misconception associated w ith SAS No. 80 is that it
requires auditors to perform tests of controls for computer sys
tems that handle m aterial transactions. This is not a require
m ent of the SAS, but rather, a m atter left to the au d ito r’s
professional judgm ent. SAS No. 80 does indicate that in certain
circumstances, where evidential matter exists in electronic form,
the auditor m ay determine that it would not be practical or pos
sible to reduce detection risk to an acceptable level by perform
ing only substantive tests. SAS No. 80 provides that in such
circumstances, the auditor should perform tests of controls to
support an assessed level of control risk below the maximum for
affected assertions.
The AICPA Auditing Procedure Study (APS), The In form a tion
T echnology Age: E vid en tia l M a tter in th e E lectron ic E n viron m en t
provides auditors with nonauthoritative guidance on implement
ing SAS No. 80. The APS describes electronic evidence and its
implications. Two case studies are presented to illustrate the ways
in which an auditor might approach auditing an entity if the elec
tronic environment and the use of information technology signif
icantly affects information and transactions. The audit strategies
and related procedures described present how an auditor might
address electronic evidence in a particular engagement. Other rel
evant Auditing Procedure Studies include A udit Im p lica tion s o f
E lectron ic D ata In terch a n ge a n d A udit Im p lica tion s o f E lectron ic
D ocu m en t M a n a gem en t (expected availability—end of first quar
ter 1997).

24

Auditing Investments
What guidance should be followed when auditing investments
in debt and equity securities?
In December 1996, the ASB issued SAS No. 81, A uditing Invest
m ents (AICPA, P rofessional Standards, vol. 1, AU sec. 332). This
new SAS supersedes SAS No. 1, C odification o f A uditing Standards
a n d P rocedures (AICPA, Professional Standards, vol. 1, AU sec. 332
“Long-Term Investments”). SAS No. 81 provides guidance for
investments accounted for under FASB Statement No. 115,
A ccou n tin g f o r C ertain In vestm en ts in D ebt a n d E quity S ecu rities
(FASB, C urren t Text, vol. 1, I80), FASB Statement No. 124,
A ccounting f o r C ertain Investm ents H eld by N ot-for-P rofit O rganiza
tions (FASB, C urrent Text, vol. 1, No5), as well as Accounting Prin
ciples Board (APB) O pinion No. 18, T he E quity M eth o d o f
A ccounting f o r Investm ents in C om m on Stock (FASB, C urrent Text,
vol. 1, I82). It also deletes Interpretation No. 1 of SAS No. 1
(AICPA, P rofession al S tandards, vol. 1, AU sec. 332 “Evidential
Matter for the Carrying Amount of Marketable Securities”).
Specifically, the new SAS—
• Updates the auditing literature for recently issued account
ing standards related to investments in securities. The SAS
offers guidance for auditing the existence, ownership, com
pleteness, and valuation assertions for investments.
• Provides guidance for auditing management’s intent regard
ing an investment and an entity’s ab ility to hold a debt
security to maturity.
• Contains guidance for evaluating other than temporary
impairment conditions. It also makes clear that it is man
agement’s responsibility to evaluate whether such a condi
tion exists.
• Leaves relatively unchanged the guidance for auditing
investments accounted for under the equity method of
accounting specified under AU section 332.
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SAS No. 81 is effective for audits of financial statements for peri
ods ending on or after December 15, 1997, with early application
permitted.

Making Audits More Valuable for the Client and the Firm
Executive Summary
• Auditors can add value to audits during fieldwork by identifying areas
in the clients administrative and operational functions where greater
efficiencies can be achieved.
• During fieldwork, auditors can identify client needs that could suggest
opportunities to provide additional services.
• Auditors can use “down-time” after audits more efficiently by plan
ning for upcoming engagements and performing interim procedures
whenever possible.
Add value to the services you provide to your client, identify
additional services your firm can provide, and use time after
busy season more efficiently.
T he V alue-A dded A udit. As audit revenues flatten and vying for
clients becomes more competitive, adding value to audits becomes
a greater imperative from the perspective of both the practitioner
and the client. One method for adding value to an audit is through
an evaluation of the client’s operational efficiency during fieldwork.
W hile conducting the audit, staff can evaluate the client's adminis
trative and operational functions to identify those areas where
greater efficiencies can be achieved. For example, after having
observed client operations during fieldwork staff could propose the
following to gain greater time and expense efficiencies—
• Developing standardized forms or electronic templates to
document recurring journal entries and transactions
• Accounting for prepaid assets by expensing, rather than cap
italizing, low-cost maintenance inventories when purchased
• Implementing sound cash management policies by paying
vendor invoices prior to their due dates only to take advan
tage of cash discounts (Idle cash allocated for w orking
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capital purposes should be invested in highly liquid short
term instruments to maximize returns)
• Storing fast moving finished goods inventory in close prox
im ity to the shipping area to reduce the time and expense
associated with their retrieval and transport
• Evaluating the impact of discounts and other marketing
techniques to maximize sales volume
• D ocum enting asset repair and m aintenance histories to
more readily identify costly and unreliable equipment
• Continuing cost effective collection efforts on accounts that
have been written off
An objective, outside view of operations conducted by the audi
tor may uncover areas for improvement that have been previously
overlooked by the client.

Id en tifyin g A dditional Services. At all times during the conduct
of the audit, consideration should be given to whether any addi
tional services can be provided to the client. Here again, it is cru
cial that the audit staff be trained to evaluate and identify those
areas where opportunities exist, and of course, be made aware of
the types of services the firm can provide. Where needs have been
identified for which the firm has no expertise, consideration should
be given to establishing relationships with other experts to whom
the auditor can recommend the client. Evaluation of the following
areas might suggest opportunities to provide additional services:
• Adequacy of the clients bookkeeping or accounting system
• Feasibility of outsourcing the payroll function
• Internal financial reports— do they provide tim ely and
meaningful information?
• Tax return preparation and the analysis of financial trans
actions for their tax implications
• Adequacy of internal control
• Sufficiency of the computer system
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• Adequacy of insurance coverage (property, liability, life)
• Adequacy and cost-effectiveness of employee benefit plans

E fficient Use o f Time A fter Busy Season. Consideration should
be given to the use of off-peak time to plan for the upcoming
busy season, including reviewing existing client relationships and
performing interim procedures to ease workloads. Interim audit
procedures to consider might include:
• Reading and summarizing new leases and contracts.
• Reviewing minutes of board of directors meetings
• Testing significant transactions
• Performing analytical procedures for revenues and expenses
• Confirming accounts receivable
• Observing physical inventory counts
• Performing inventory price tests
• Testing controls when it is planned that control risk will be
assessed at less than maximum

Update on the Private Securities Litigation Reform Act of 1995
Executive Summary
Auditors can benefit by familiarizing themselves with current trends in
securities litigation. Recent statistical studies tracking the effects of the
Reform Act can be helpful in this regard. Specifically, the studies show:
• The volume of litigation remains the same but has shifted from federal
to state courts.
• More lawsuits involving publicly held entities have been filed since the
Reform Act’s passage, reversing the prior trend.
• Allegations of financial statement omissions or misrepresentations
have increased significantly.
• Larger companies are being sued less frequently.
• Technology companies remain frequent targets of litigation.
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What impact has the Reform Act had on securities litigation?
Auditors can benefit on several levels by studying cases of m al
practice litigation against their peers. By familiarizing themselves
with the tactics adopted by plaintiff's attorneys, auditors can help
protect themselves from possible future litigation. In cases where
audit failures have actually occurred, practitioners can strengthen
their own approaches by examining the shortcomings of deficient
audits. In litigation involving fraud, auditors can benefit by
understanding the methods used to fraudulently misstate finan
cial statements or to misappropriate assets and how those acts
were hidden. Practitioners can then m odify their audit proce
dures when appropriate. O f course, not all lawsuits against CPAs
have merits. Research has shown that between 40 percent and 50
percent of all lawsuits against large accounting firms were dis
missed or settled w ith no payments made by the auditors. As
such, the profession lobbied hard for relief. That objective was
achieved w ith the passage of the Private Securities Litigation
Reform Act of 1995 (the Reform Act) or was it?
The Reform Act became effective in December 22, 1995, and it
offered the promise of significant relief to the accounting profes
sion from nonmeritorious class action securities lawsuits relating
to publicly held entities.6 But w hat has been the effect of the
Reform Act after roughly nineteen months? A statistical study of
that question has been conducted by Stanford University faculty
and is available in its complete form (along with related filings,
such as complaints, motions, and judicial opinions) on the Inter
net at http://securities.stanford.edu/. Some of the more signifi
cant findings are highlighted below:
• The total volu m e o f litigation is relatively u n ch a n ged sin ce the
p a ssa ge o f th e R eform Act. Analysis of litigation activity
through June 30, 1997, reveals that the overall number of
securities class action suits appears to be roughly equivalent
to the number prior to the Reform Act. In 1996, 150 issuers
6. In addition, the reporting responsibility o f auditors was expanded by the A ct to
include a requirement for auditor notification to the SEC o f illegalities not appro
priately addressed by management. See appendix B for an excerpt from the Act,
Auditor Disclosure o f Corporate Fraud.

29

were sued, whereas data collected in the first six months of
1997 suggest an annualized total of 194 issuers sued in
1997. This falls within the annual range that existed prior
to the Reform Act (approximately 153 to 220).
• State co u rt class a ction secu rities fr a u d litigation a ga in st p u b 
licly tra d ed issuers has taken on grea ter sign ifica n ce in th e liti
ga tio n process. The relative stability of the total volume of
litigation obscures a significant shift of activity from fed
eral to state court. It appears that plaintiffs’ counsel file
state court complaints when the underlying facts appear to
be insufficient to satisfy new, more stringent federal plead
ing requirements, or otherwise seek to avoid the substan
tive or procedural provisions of the Reform Act. In
addition, a significant shift has taken place in the kinds of
defendants appearing in state litigation. Prior to the Reform
Act, most state cases alleging fraudulent activity in connec
tion with the purchase or sale of securities involved nonpublicly traded securities. By contrast, the vast majority of
state court class actions filed since the Reform Act involve
securities that trade on national markets. These cases typi
cally involve allegations that the price of the com pany’s
securities was inflated due to misrepresentations or omis
sions affecting transactions on national markets.
• P laintiffs are a llegin g a cco u n tin g fr a u d a n d tra d in g by in sid
ers m ore freq u en tly than before th e R eform A ct’s effectiv e date.
There has been a significant increase in the number of fed
eral complaints alleging trading by insiders and a significant
increase in the number of cases alleging misrepresentations
or omissions in financial statements as the basis for liability.
Approximately 59 percent of a sample of post-Reform Act
federal complaints allege a misrepresentation or omission
in financial statements. Allegations of misstated financial
statements account for 67.4 percent of complaints involv
ing publicly traded companies. In sharp contrast, similar
allegations are found in only 34 percent of pre-Reform Act
cases. The relatively small number of cases that allege false
forward-looking information as the sole basis for liability
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(only 6.5 percent of cases involving publicly-traded com
panies) also suggests that the new pleading standards are
affecting which actions plaintiffs are choosing to file in
federal court because these actions are much less likely to
satisfy the heightened pleading standard.
• C om panies ten d to b e su ed a fter la rger stock p r ic e declin es.
Prior to the Reform Act, the average stock price decline
preceding the filin g o f a claim was about 19 percent.
D uring 1996, the average decline in these cases jumped to
31 percent.
• T echnology com p a n ies co n tin u e to be d isp rop ortion a tely f r e 
q u en t targets o f litigation. The Reform Act has done little to
change the percentage of defendants sued in securities fraud
class actions in 1996 that are high technology issuers. High
technology companies represent 34 percent of all issuers
sued in federal court in that time period. That statistic is not
m aterially different from the pre-Reform Act experience.
Alleged trading by insiders is particularly important in cases
against high technology companies, appearing in 73 percent
of those cases, but that statistic must be interpreted with
caution because of the prevalence of option-based com
pensation in the high technology sector.
• In 1996, la rger com pa n ies w ere b ein g su ed less freq u en tly than
before pa ssage o f th e R eform Act. The average company sued
in a federal securities fraud class action in 1996 had a mar
ket capitalization of $529.3 m illion. Prior to the Reform
Act, the average market capitalization was $2 billion. This
decline appears to be attributable almost exclusively to a
reduction in litigation naming issuers with market capital
ization in excess of $5 billion. Prior to the Reform Act, these
large corporations represented about 8.4 percent of federal
court activity, but very few of these companies appear to
have been sued in 1996.This new pattern in defendant
selection is consistent with the observation that the prepon
derance of post-Reform Act litigation involves allegations of
accounting irregularities and trading by insiders. Larger,
more established firms are less likely sources for material
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accounting irregularities or statistically significant trading
by insiders. Larger firms are therefore less likely to be named
as defendants. That price pattern is also consistent with a
shift toward litigation targeting smaller issuers.
The complete text of this report, along with other information
relative to the Reform Act can be found on the Internet at
http://securities.stanford.edu/.

Illegal Acts Reporting Rule
What are the auditor's responsibilities under the SEC's Illegal
Acts Reporting Rule?
The SEC has adopted modifications to the Section 10A, reporting
requirements of the Securities Exchange Act of 1934. Under Section
10A independent auditors are required to report to the entity’s
board of directors certain “uncorrected” illegal acts. Such acts must
be reported to the board if the following criteria are met:
1. The illegal act has a material effect on the financial state
ments.
2. Management has not taken tim ely and appropriate reme
dial actions.
3. Failure to take remedial action is reasonably expected to
warrant either a qualified audit opinion or resignation from
the engagement.
If such notification is presented to the board, the board must
notify the SEC within one business day after it has received noti
fication from the auditors. If the board does not notify the SEC,
the SEC’s reporting rule requires that the auditor must deliver the
report to the SEC within one business day, whether or not the
auditor has resigned from the engagement.

The Internet— An Auditor’s Research Tool
Can auditors use the Internet to perform more efficient audits?
If used appropriately, the Internet can be a valuable tool for audi
tors. Through the Internet, auditors can access a wide variety of
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global business information. For example, information is available
relating to SEC filings, professional news, state CPA society infor
mation, Internal Revenue Service information, software down
loads, university research materials, currency exchange rates, stock
prices, annual reports7 legislative and regulatory initiatives. Not
only are such materials accessible from the computer, but they are
available at any time, free of charge.
Some resources provide direct information while others may sim
ply point to information inside and outside of the Internet. Audi
tors can use the Internet to—
• Obtain audit and accounting research information.
• Obtain texts such as audit programs.
• Discuss audit issues with peers.
• Communicate with audit clients.
• Obtain information on professional associations.
There are some caveats to keep in m ind when using the Inter
net. Remember that reliability varies considerably. Some infor
m ation on the Internet has not been reviewed or checked for
accuracy, therefore be cautious w hen accessing data from
unknown or questionable sources. W hile there is a vast amount
of information available on the Internet, much of it m ay be of
little o f no value to auditors. A ccordingly, auditors should
learn to use search engines effectively to minimize the amount
of time browsing through useless information. The Internet is
best used in tandem w ith other research tools, because it is
unlikely that all desired research can be conducted solely from
Internet sources.
Some Web sites that may provide valuable information to audi
tors are listed in the following table:

7. See the discussion in the New Auditing and Attestation Pronouncements section o f
this Alert relating to the Auditing Interpretation No. 8, Other Information in Electronic

Sites Containing Audited Financial Statements: Auditing Interpretations o f Section 550
(AICPA, Professional Standards, vol. 1, A U sec. 9550).
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Name o f Site
American Institute
o f CPAs

Content

Internet Address

http://www.aicpa.org
Summaries o f recent auditing
and other professional standards
as well as other AICPA activities

Financial Accounting Summaries o f recent accounting http://www.fasb.org
Standards Board
pronouncements and other
FASB activities
Governmental
Accounting
Standards Board

Summaries o f recent accounting http://www.gasb.org
pronouncements and other
GASB activities

General
Accounting Office

GAO policy and guidance
materials, reports on federal
agency major rules

http://www.gao.gov

CPAs Weekly
News Update

An electronic newsletter
with topics o f interest to
accountants and auditors.

http://www.hbpp.com/
weekup/weekup.html

AuditNet

Electronic communications
among audit professionals

http://www.cowan.edu.
au/mra/home.htm

CPAnet

Links to other Web sites of
interest to CPAs

http://www.cpalinks.com/

Guide to W W W
for Research
and Auditing

Basic instructions on how
to use the Web as an auditing
research tool

http://www.tetranet.net/
users/gaostl/guide.htm

Accountant’s
Home Page

Resources for accountants
and financial and business
professionals

http://www.computer
cpa.com/

Double Entries

A weekly newsletter on
http://www.csu.edu.au/
accounting and auditing around lists.anet/ADBLE-L/
index.html
the world

Internet Bulletin
for CPAs

CPA tool for Internet sites,
discussion groups, and other
resources for CPAs

http://www.kentis.com/
ib.html

Auditing and Attestation Qs & As From the AICPA Technical Hotline
Potential scope limitations and unconventional
reporting requests
Q u estion : If I am engaged to do a review, may I perform selected
auditing procedures and still report on the engagement as a review?
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A nsw er: Yes, performing certain audit procedures, such as confir
m ation of receivables or the observation of inventory, m ay be
requested by clients in connection w ith a review engagement.
The accountant must still issue a review report on the financial
statements because audit level assurance has not been obtained on
the financial statements taken as a whole. In addition, when the
accountant, in connection with a compilation or review engage
ment, plans to perform procedures that are customarily applied
during an audit, he or she may wish to place additional impor
tance on whether the understanding with the client should be in
writing (See Interpretation No. 13, A dditional P rocedures, of State
ment on Standards for Accounting and Review Services [SSARS]
No. 1, C om pilation a n d R eview o f F in a n cia l S tatem ents [AICPA,
P rofessional Standards, vol. 2, AR sec. 9100.48]). Furthermore, the
wording of confirm ation requests or other com munications
related to additional procedures performed in the course of a
review should not use phrases such as “as part of an audit of the
financial statements.” (see Interpretation No. 13 [AICPA, P rofes
sion a l Standards, vol. 2, AR sec. 9100.49]).
Q u estion : W hat alternate procedures might be used for verifying
endorsements on checks when the client’s bank does not return
canceled checks with the bank statements?
A nsw er: The audit procedure of verifying endorsements on the
back of returned checks is not mentioned as a required procedure
by the auditing standards. The decision to use this procedure
should be based on the assessment of inherent and control risk
factors of the client. If the auditor decides check endorsements
should be verified, he or she m ay use one or both of the following
alternative procedures:
• Selecting a sample of canceled checks, and asking the bank
to send the originals or photocopies, front and back, to
the auditor.
• Confirming disbursements with the vendors.
Q u estion : W hat are the procedural and reporting considerations
in an audit engagement when I do not have the appropriate level
of assurance on the opening financial statement balances?
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A nsw er: The auditor may be asked to audit financial statements
covering the current period and one or more periods for which he
or she had not observed or made some physical counts of prior
inventories, or does not have comfort as to other opening bal
ances. The auditor may, nevertheless, be able to become satisfied
as to such prior balances through appropriate procedures, such as
tests of prior transactions, reviews of the records of prior counts,
and the application of gross profit tests, provided that the auditor
has been able to become satisfied as to the current balances
(AICPA, P rofessional Standards, vol. 1, AU sec. 331).
If comfort cannot be obtained on the opening balances through
alternative procedures, the auditor may perform a balance sheet
only audit in the first year. If a full set of financial statements is
needed, the auditor can perform an audit of the financial state
ments, w ith a scope lim itation on the opening balances. The
auditor, in this case, m ay express an unqualified opinion on the
balance sheet, and express a qualified opinion or disclaim an
opinion on the other financial statements as the circumstances
warrant (AICPA, P rofessional Standards, vol. 1, AU sec. 508).
Q u estion : M ay I audit the balance sheet and review the income
statement, statement of cash flows, and statement of retained
earnings?
A nsw er: This issue is highly controversial. AU sec. 508.05 permits
the auditor to express an unqualified opinion on one of the finan
cial statements and express a qualified or adverse opinion or dis
claim an opinion on another if the circumstances warrant. AU sec.
508.05 neither specifically permits nor prohibits the expression of
an unqualified opinion (or any other opinion) on one of the
financial statements, and a review or compilation of the others.
In most of the cases where this question is raised, the auditor is
really in the situation of a scope limitation. The auditor has been
hired to audit the financial statements, but is unable to satisfy
him- or herself as to opening balances, and the client would like
some level of assurance on the income statement, statement of
cash flows, and statement of changes in stockholders’ equity. The
expression of an opinion on one financial statement, and a review
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or com pilation of the others, could be m isleading because the
financial statement users may not be adequately informed of the
limitations on the auditor’s scope and could be confused about
the distinctions between audit and SSARS level assurance.
R eporting on the p rocessin g o f transactions by a service organization (as
described in SAS No. 70, Reports on the Processing of Transactions
by Service Organizations [AICPA, P rofessional Standards, vol. 1,
AU sec. 331])
Q u estio n : W hen am I, as the auditor of a user organization,
required to get a report on the processing of transaction by a service
organization, as described in SAS No. 70?
A nsw er: If an organization uses a service organization, transac
tions that affect the user organizations financial statements are
subjected to policies and procedures that may be physically and
operationally apart from the user organization. Consequently,
internal control of a user organization m ay include a component
that is not directly under the control and monitoring of the user
organization’s management. For this reason, planning the audit
may require a user auditor to gain an understanding of the controls
at the service organization that may affect the user organization’s
financial statements. This understanding may be gained in several
ways, including obtaining a service auditor’s report. The fact that
an entity uses a service organization is not, in and of itself, a com
pelling reason for a user auditor to conclude that it is necessary to
obtain a service auditor’s report to plan the audit. The most
important factors to consider are the following:
• The nature and materiality of the transactions or accounts
affected by the service organization
• The degree of interaction between internal control of
the user organization and internal control of the service
organization
The degree of interaction depends prim arily on the nature of the
services provided by the service organization. If the services pro
vided by the service organization are lim ited to recording user
organization transactions and processing the related data, and the
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user organization retains responsibility for authorizing the trans
actions and m aintaining the related accountability, there w ill be a
high degree of interaction.
AU sec. 324.08 suggests that the service organization’s policies,
procedures, and records may be significant in planning the audit
o f the user organization. The auditor should consider factors
such as:
• The significance of the financial statement assertions that
are affected by the controls of the service organization.
• The inherent risk associated with the assertions affected by
the controls of the service organization.
• The nature of the services provided by the service organiza
tion and whether they are highly standardized and used
extensively by many user organizations or unique and used
by only a few.
• The extent to which the user organizations internal control
interact with the internal control of the service organization.
• The user organization’s internal control that are applied to
the transactions affected by the service organization’s
activities.
• The terms of the contract between the user organization and
the service organization.
• The service organization’s capabilities, including its
— Record of performance.
— Insurance coverage.
— Financial stability.
• The user auditor’s prior experience with the service organi
zation.
• The extent of auditable data in the user organization’s
possession.
• The existence of specific regulatory requirements that may
dictate the application of audit procedures beyond those
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required to comply with generally accepted auditing stan
dards (GAAS).
After considering these factors and evaluating the available infor
m ation, the user auditor m ay conclude that he or she has the
means to obtain a sufficient understanding of internal control to
plan the audit. If the auditor concludes that information is not
available to obtain a sufficient understanding to plan the audit,
he or she m ay consider contacting the service organization,
through the user organization, to obtain specific information or
request that a service auditor be engaged to perform procedures
that w ill supply the necessary information, or the user auditor
may visit the service organization and perform such procedures.
If the user auditor is unable to obtain sufficient evidence to
achieve his or her audit objectives, the user auditor should qualify
his or her opinion or disclaim an opinion on the financial state
ments because of a scope lim itation (see AU sec. 324.10). The
ASB has established a task force to provide additional guidance in
this area.

Independence Standards Board for Auditors of Public Companies
A new, self-regulatory body has been created by the AICPA and
the SEC to develop and m aintain independence standards for
auditors of SEC registrants. The Independence Standards Board
(ISB) is housed in the AICPA’s SEC Practice Section (SECPS)
and is comprised of four public members and four representa
tives of SECPS. The SEC w ill retain its statutory authority to
define independence, but it w ill recognize the responsibility of
the ISB in establishing independence standards and interpreta
tions for auditors of public entities. The SEC also w ill consider
principles, standards, interpretations and practices issued by the
ISB as having substantial authoritative support. The AICPA’s
Professional Ethics Division w ill continue to set independence
rules for auditors of non-public companies. All AICPA members
w ill continue to be subject to the AICPA Code of Professional
Conduct. Creation of the ISB does not alter the authority of
state boards of accountancy. Some noteworthy facts about the
ISB include the following:
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• The SEC's existing authority regarding auditor independence
remains intact. This includes the commissions authority to
institute such enforcement actions as it deems appropriate.
• Standard-setting meetings will be open to the public, and
proposed standards w ill be exposed for public comment
before they are issued.
• The ISB will be assisted by an Independence Issues Com
mittee made up of nine CPAs to deal with emerging issues
on a timely basis.
• After a five-year period, the commission and the AICPA
will review the operations of the ISB to evaluate whether
this new independence framework continues to serve the
public interest and protect investors.

New Auditing and Attestation Pronouncements
Executive Summary
New Auditing Standards include—
• SAS No. 83, Establishing an Understanding With the Client,
• SAS No. 84, C om m unications B etw een P redecessor a n d Successor
Auditors, and
• SAS No. 85, M anagement Representations.

SAS No. 83, and Statement on Standards for Attestation Engagements
(SSAE) No. 7, Establishing an Understanding With the Client
In October 1997, the ASB issued SAS No. 83, and SSAE No. 7,
Establishing an U nderstanding With the Client. The SAS and SSAE—
• Require the practitioner to establish an understanding
with the client that includes the objectives of the engage
ment, the responsibilities of management and the auditor,
and any limitations of the engagement.
• Require the practitioner to document the understanding
w ith the client in the workpapers, preferably through a
written communication with the client.
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• Provide guidance for situations in which the practitioner
believes that an understanding with the client has not been
established.
The SAS also identifies specific matters that ordinarily would be
addressed in the understanding with the client, and other contractual
matters an auditor might wish to include in the understanding. SAS
No. 83 and SSAE No. 7 are effective for engagements for periods
ending on or after June 15, 1998. Earlier application is permitted.

SAS No. 84, Communications Between Predecessor and
Successor Auditors
In October 1997, the ASB has issued SAS No. 84, C om m u n ica
tions B etw een P redecessor a n d Successor A uditors (AICPA, P rofes
sion a l S tandards, vol. 1, AU sec. 315). This Statement provides
guidance on communications between predecessor and successor
auditors when a change of auditors is in process or has taken place.
It also provides communications guidance when possible misstate
ments are discovered in financial statements reported on by a pre
decessor auditor. The SAS applies whenever an independent
auditor is considering accepting an engagement to audit or reaudit
financial statements in accordance w ith GAAS, and after such
auditor has been appointed to perform such an engagement. SAS
No. 84 will be effective with respect to acceptance of an engage
ment after March 31, 1998. Earlier application is permitted.

SAS No. 85, Management Representations
The ASB expects to issue SAS No. 85, M a n a gem en t R epresenta
tio n s (AICPA, P ro fessio n a l S tan d ards, vol. 1, AU sec. 333) in
November 1997. The SAS establishes a requirement that an inde
pendent auditor, performing an audit in accordance with GAAS,
obtain written representations from management for all financial
statements and periods covered by the auditor's report. Addition
ally, the SAS provides guidance concerning the representations to
be obtained. An illustrative management representation letter is
included in the Statement. SAS No. 85 will be effective for audits
of financial statements for periods ending on or after June 30,
1998. Earlier application is permitted.
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New Auditing and Attestation Interpretations
Executive Summary
New Auditing Interpretations include—
• Other Inform ation in Electronic Sites C ontaining A udited Financial
Statements, an interpretation of SAS No. 8, O ther Inform ation in
Documents Containing Audited Financial Statements.
• Use o f Explanatory Language C oncerning Unasserted Possible Claims or
Assessments in Lawyers' Responses to Audit Inquiry Letters an interpreta
tion of SAS No. 12, Inquiry o f a Client’s Lawyer Concerning Litigation,
Claims, an d Assessments.
• Applying Agreed-Upon Procedures to All, or Substantially All, o f the Ele
ments, Accounts, or Items o f a Financial Statement, of Statement on
Auditing Standards No. 75, Engagements to Apply Agreed-Upon Proce
dures to Specified Elements, Accounts, or Items o f a Financial Statement.
• E valuating the Adequacy o f D isclosure in F inancial Statements Pre
p a red on the Cash, M odified Cash, or Incom e Tax Basis o f Accounting,
of SAS No. 62, Special Reports.
• Amended Interpretation No. 1 Specific Procedures Perform ed by the
Other Auditor at the Principal Auditor’s Request of AU section 543, Part
o f Audit Performed by Other Independent Auditors.
• Attestation Iterpretation—R eporting on an Entity’s Internal Control
over Financial Reporting, an interpretation of AT Section 400.
• AITF Advisory—Reporting on the Computation o f Earnings Per Share.
The AITF of the ASB has issued new auditing Interpretations, an
attestation Interpretation and amended an existing auditing Inter
pretation. All are discussed in the following paragraphs. Interpre
tations are issued by the AITF to provide timely guidance on the
application of ASB pronouncements and are reviewed by the ASB.
An Interpretation is not as authoritative as a pronouncement of
the ASB; however, practitioners should be aware that they may
have to justify departures from an Interpretation if the quality of
their work is questioned.
A u d itin g In terp reta tion s. “Other Information in Electronic Sites
Containing Audited Financial Statements” (AICPA, P rofessional
Standards, vol. 1, AU sec. 9550) is a new Interpretation of SAS
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No. 8, O ther Inform ation in D ocum ents C ontaining A udited Finan
cia l Statements. It explains the auditor’s responsibility for other infor
mation in an electronic site, such as a company location on the
World W ide Web on the Internet, when a client puts its audited
financial statements and accompanying auditor's report on the site.
The Interpretation states that electronic sites are a means of distrib
ution and are not documents, as that term is used in SAS No. 8.
Thus, auditors are not required by SAS No. 8 to read information
contained in electronic sites or to consider the consistency of other
information in electronic sites with the original documents.
Auditors may be asked by their clients to render professional ser
vices about information in electronic sites. Such services, which
might take different forms, are not contemplated by SAS No. 8.
Other auditing or attestation standards may apply, for example,
agreed-upon procedures pursuant to SAS No.75, E ngagem ents to
A pply A greed-U pon P rocedu res to S p ecified E lements, A ccounts, o r
Item s o f a F inancial Statem ent (AICPA, Professional Standards, vol. 1,
AU sec. 622) or SSAE No. 4, A greed-U pon P rocedures E ngagem ents
AICPA, P rofessional Standards, vol. 1, AT sec 600) depending on
the nature of the service requested.
The AITF issued an auditing Interpretation of SAS No. 12,
In q u iry o f a C lient's L aw yer C on cern in g L itigation, C laim s, a n d
Assessments (AICPA, P rofessional Standards, vol. 1, AU sec. 337),
in January 1997, entitled “Use of Explanatory Language Con
cerning Unasserted Possible Claims or Assessments in Lawyers’
Responses to Audit Inquiry Letters” (AICPA, P rofession al Stan
dards, vol. 1, AU sec. 9337 .31-.32). The Interpretation indicates
that the inclusion of certain explanatory comments to emphasize
the preservation of the attorney-client privilege, in responses by
lawyers to audit inquiry letters, does not result in an audit scope
lim itation. The Interpretation also rem inds auditors of the
requirement in SAS No. 12 to obtain the lawyer’s acknowledg
ment of his or her responsibility to advise and consult with the
client concerning financial statement disclosure obligations for
unasserted possible claims or assessments.
The AITF has issued an auditing interpretation, A pplying A greedUpon P rocedures to All, or Substantially All, o f the Elements, Accounts,
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o r Item s o f a F in a n cial S tatem ent, of SAS No. 75, E ngagem ents to
A pply A greed-U pon P rocedu res to S p ecified E lements, A ccounts, or
Item s o f a F inancial Statem ent (AICPA, Professional Standards, vol. 1,
AU sec. 622).
The Interpretation notes that SAS No. 75 (AICPA, P rofession al
Standards, vol. 1, AU sec. 622) defines what constitutes a speci
fied element, account or item of a financial statement (account
ing information that is “a part of, but significantly less than, a
financial statement”). In issuing SAS No. 75, the ASB did not
intend to lim it the num ber of elements, accounts or items to
which agreed-upon procedures are applied. Procedures m ay be
applied to all, or substantially all, of the elements, accounts or
items of a financial statement, and the procedures may be as lim 
ited or as extensive as the specified users desire.
If a report on applying agreed-upon procedures to specific ele
ments, accounts or items of a financial statement is presented
along with financial statements, the accountant also should fol
low the guidance in footnote 15 in section 622 for his or her
responsibility pertaining to the financial statements. The inter
pretation is scheduled to appear in the November issue of the
Journal of Accountancy.
The AITF also amended Interpretation No. 1, S pecific p ro ced u res
P erform ed by th e O ther A uditor a t th e P rin cip a l A uditors Request,
of AU section 543, P art o f A udit P erfo rm ed by O ther In d ep en d en t
A uditors. The Interpretation was amended to remove the refer
ence to AU section 622, when the other auditor is asked to report
in w riting to the principal auditor on the results of procedures
undertaken on behalf of the principal auditor. The agreed-upon
procedures guidance was considered to be too restrictive and
inappropriate in the circumstances. Auditors are now advised to
“report the findings solely for the use of the principal auditor.”
The AITF has issued an auditing Interpretation, E valuating th e
A dequacy o f D isclosure in F inancial Statem ents P repared on the Cash,
M od ified Cash, or In com e Tax Basis o f A ccounting, of SAS No. 62,
S pecial Reports.
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The Interpretation applies to cash, modified cash and income tax
basis presentations. It addresses the sum m ary of significant
accounting policies; disclosures for financial statement items that
are the same as, or similar to, those in GAAP statements; issues
relating to financial statement presentation; and disclosure of
matters not specifically identified on the face of the statements.
The Interpretation contains examples of how Other Comprehen
sive Basis of Accounting (OCBOA) disclosures, including presen
tation, may differ from those in GAAP financial statements.
The Interpretation states that the discussion of the basis of
accounting needs to include only the significant differences from
GAAP, and that quantifying differences is not required.
If cash, modified cash or income tax basis financial statements
contain elements, accounts, or items for which GAAP w ould
require disclosure, the statements either should provide the rele
vant GAAP disclosure or provide information that communicates
the substance of that disclosure. Qualitative information may be
substituted for some of the quantitative information required in a
GAAP presentation. GAAP disclosure requirements that are not
relevant to the measurement of the element, account, or item
need not be considered.
Cash, modified cash, and income tax statements should comply
with GAAP requirements that apply to the presentation of finan
cial statements or provide information that communicates the
substance of those requirements. The substance of GAAP presen
tation requirements m ay be com m unicated using qualitative
information and without modifying the financial statement for
mat. Several examples illustrate how this guidance may be applied.
Finally, if GAAP would require disclosure of other matters such as
contingent liabilities, going concern, and significant risks and
uncertainties, the auditor should consider the need for that same
disclosure or disclosure that communicates the substance of those
requirements. Such disclosures need not include information that is
not relevant to the basis of accounting. The Interpretation is sched
uled to appear in the January issue of the Jo u rn a l o f A ccountancy.

45

A ttesta tio n I n ter p r e ta tio n . Interpretation of AT Section 400,
R eportin g on an Entity's In tern a l C ontrol o v er F in a n cia l R eporting.
As part of the process of applying for government grants or con
tracts, an entity may be required to submit a written pre-award
assertion (survey) by management about the effectiveness (suit
ability) of the design of its internal control or a portion thereof
for the governm ent’s purposes, together w ith a practitioner’s
report thereon. Such a report can not be issued based solely on
the consideration of internal control in an audit of the entity’s
financial statements. To issue such a report, the practitioner
should perform an examination of or apply agreed-upon proce
dures to management’s written assertion about the effectiveness
(suitability) of the design o f an entity’s internal control as
described in paragraphs .22-.25 and .68-.74 of SSAE No. 2,
R eporting on an E ntity’s In tern a l C ontrol O ver F in a n cial R eporting
(AICPA, P rofessional Standards, vol. 1, AT sec. 400). If requested
to sign a form prescribed by a government agency in connection
with a pre-award survey, the practitioner should refuse to sign the
form unless he or she has performed an attestation engagement.
If the practitioner has performed an attestation engagement, he
or she should consider whether the w ording of the prescribed
form conforms to the requirements of professional standards. An
entity may also be required to submit a written pre-award asser
tion (survey) about its ability to establish suitably designed inter
nal control w ith an accom panying practitioner’s report. A
practitioner should not issue such a report. Neither the considera
tion of internal control in an audit of an entity’s financial state
ments nor the performance of an attestation engagement provides
the practitioner with a basis for issuing a report on the ability of an
entity to establish suitability designed internal control.
A ITF A d visory: R ep o rtin g o n th e C om p u ta tio n o f E a rn in gs P er
Share. In February 1997, the FASB issued FASB Statement No.
128, E arnings P er Share (FASB, C urrent Text, vol. 1, sec. E11).
The Statement, which is effective for annual and interim periods
ending after December 15, 1997 (earlier application is not per
m itted), changes the w ay entities compute earnings per share.
After the effective date, the Statem ent requires that all prior
period EPS data presented be restated to conform with the State46

merit’s provisions. CPAs should be aware that public companies
are required to follow the guidance in Staff Accounting Bulletin
(SAB) No. 74, D isclosure o f th e Im pact that R ecently Issued A ccount
in g Standards W ill H ave on th e F in a n cial Statem ents o f R egistrants
When A dopted in a F uture P eriod, and include a discussion of the
expected impact of the Statement in registration statements and
Form 10-Qs filed during 1997. Such disclosure is consistent with
the guidelines in FASB Statem ent No. 128 which permits an
entity to disclose pro-forma earnings per share amounts computed
using this statement in periods prior to adoption.
For the audit of the first annual period subsequent to the state
ment’s effective date, the AITF is advising auditors that they are
not required to refer in their audit reports to the change required
by the statement, provided the financial statements clearly dis
close that the comparative earnings per share data for the prior
years presented has been restated. Such disclosure would be simi
lar to that for reclassification of prior-year financial information
made for comparative purposes.

New Office of Management and Budget (OMB) Circular A-133
On June 30, 1997 the U.S. Office of Management and Budget
(OMB) issued a final revision to OMB Circular A-133, A udits o f
States, L ocal G overnm ents, a n d N on-P rofit O rganizations, which
was effective for audits of fiscal years beginning after June 30,
1996. The OMB also issued a provisional OMB Circular A-133
C om pliance S upplem ent, that supersedes the existing Compliance
Supplements titled, C om p lia n ce S u p p lem en t f o r S in gle A udits o f
S tate a n d L oca l G o vern m en ts, and C om p lia n ce S u p p lem en t f o r
Institutions o f H igher L earning a n d O ther N on-P rofit Institutions.
The AICPA continues to work on developing related single audit
guidance for auditors, including a new SOP and a nonauthorita
tive Implementation Guide. Both are expected to be issued some
time later this year. In the meantime, illustrative report examples
have been developed by the AICPA and approved for inclusion in
the upcoming SOP. These reports should be used by auditors to
assist in preparing audit reports under the new requirements.
The reports can be downloaded from the AICPA Web site at
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http://www.aicpa.org. Copies of these reports are also available on
the AICPA fax hotline at (201) 938-3787, document number 311.

Recent GAAP Pronouncements
New FASB Statements
Executive Summary
• FASB Statement No. 126, Exemption from Certain Required Disclo
sures about Financial Instruments fo r Certain Nonpublic Entities.
• FASB Statement No. 127, D eferral o f the E ffective Date o f Certain
Provisions o f FASB Statement No. 125.
• FASB Statement No. 128, Earnings p er Share.
• FASB Statement No. 129, Disclosure o f Inform ation about Capital
Structure.
• FASB Statement No. 130, Reporting Comprehensive Income.
• FASB Statement No. 131, Disclosures about Segments o f an Enterprise
and Related Information.
• Statement of Position 97-1, A ccounting by P articipating M ortgage
Loan Borrowers.
• Practice Bulletin No. 15, Accounting by the Issuer o f Surplus Notes.
FASB Statement No. 126, Exemption fr o m C ertain R equired D isclo
sures a b ou t F inancial Instrum ents f o r Certain N onpublic Entities an
a m en d m en t o f FASB Statem ent No. 107 (FASB, C urrent Text, vol. 1,
sec. F25). This Statement amends FASB Statement No. 107, Dis
closures a b o u t Fair Value o f F in a n cial Instrum ents (FASB, C urrent
Text, vol. 1, sec. F25), to make the disclosures about fair value of
financial instruments prescribed in Statement 107 optional for
entities that meet all of the following criteria:
1. The entity is a nonpublic entity.
2. The entity’s total assets are less than $100 million on the
date of the financial statements.
3. The entity has not held or issued any derivative finan
cial instruments, as defined in FASB Statement No. 119,
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D isclosure a b o u t D eriva tive F in a n cia l Instrum ents a n d Fair
Value o f F inancial Instrum ents (FASB, C urrent Text, vol. 1,
sec. F25), other than loan commitments, during the report
ing period.
This Statem ent shall be effective for fiscal years ending after
December 15, 1996. Earlier application is permitted in financial
statements that have not been issued previously.
FASB Statement No. 127, D eferral o f th e E ffective D ate o f C ertain
P rovision s o f FASB S ta tem en t No. 125 an a m en d m en t o f FASB
S tatem ent No. 125 (FASB, C urrent Text, vol. 1, sec. F38). FASB
Statem ent No. 125, A cco u n tin g f o r T ransfers a n d S er v icin g o f
F in a n cial Assets a n d E xtinguishm ents o f L iabilities (FASB, C urrent
Text, vol. 1, sec. F38), was issued in June 1996 and establishes,
am ong other things, new criteria for determ ining whether a
transfer of financial assets in exchange for cash or other consider
ation should be accounted for as a sale or as a pledge of collateral
in a secured borrowing. FASB Statement No. 125 also establishes
new accounting requirements for pledged collateral. As issued,
FASB Statement No. 125 is effective for all transfers and servic
ing of financial assets and extinguishments of liabilities occurring
after December 31, 1996.
The FASB was made aware that the volume and variety of certain
transactions and the related changes to information systems and
accounting processes that are necessary to comply with the require
ments of FASB Statement No. 125 would make it extremely diffi
cult, if not impossible, for some affected enterprises to apply the
transfer and collateral provisions of FASB Statement No. 125 to
those transactions as soon as January 1, 1997. As a result, this State
ment defers for one year the effective date (a) of paragraph 15 of
FASB Statement No. 125 and (b) for repurchase agreement, dollarroll, securities lending, and similar transactions, of paragraphs 9
through 12 and 237(b) of FASB Statement No. 125.
FASB Statement No. 127 provides additional guidance on the types
of transactions for which the effective date of FASB Statement
No. 125 has been deferred. It also requires that if it is not possible
to determine whether a transfer occurring during calendar-year
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1997 is part of a repurchase agreement, dollar-roll, securities lend
ing, or similar transaction, then paragraphs 9 through 12 of FASB
Statement No. 125 should be applied to that transfer.
All provisions of FASB Statement No. 125 should continue to be
applied prospectively, and earlier or retroactive application is not
permitted.
The AITF has established a task force to consider the need for
specific auditing guidance to implement this new standard. The
task force is expected to consider the issue of evidential matter to
support management’s assertion that a transfer of financial assets
qualifies as a sale under the provisions of FASB Statement No.
125. Specifically, the interpretation is expected to focus on the
need for and the adequacy of a legal interpretation as evidence
that the isolation criteria of FASB Statement No. 125 paragraph
9(a) “...the transferred assets have been isolated from the trans
feror— put presumptively beyond the reach of the transferor and
its creditors, even in bankruptcy or other receivership...” have
been met.
FASB Statement No. 128, E arnings p e r S hare (FASB, C u rren t
Text, vol. 1, sec. E11) establishes standards for computing and
presenting earnings per share (EPS) and applies to entities with
publicly held common stock or potential common stock. FASB
Statement No. 128 simplifies the standards for computing earn
ings per share previously found in APB Opinion No. 15, Earn
ings p e r Share (FASB, C urrent Text, vol. 1, sec. E09), and makes
them comparable to international EPS standards. It replaces the
presentation of primary EPS with a presentation of basic EPS. It
also requires dual presentation of basic and diluted EPS on the
face of the income statement for all entities with complex capital
structures and requires a reconciliation of the num erator and
denominator of the basic EPS computation to the numerator and
denominator of the diluted EPS computation.
Basic EPS excludes dilution and is computed by dividing income
available to common stockholders by the weighted-average num
ber of common shares outstanding for the period. Diluted EPS
reflects the potential dilution that could occur if securities or
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other contracts to issue common stock were exercised or con
verted into common stock or resulted in the issuance of common
stock that then shared in the earnings of the entity. Diluted EPS
is com puted sim ilarly to fully diluted EPS pursuant to APB
Opinion 15.
This Statement supersedes APB Opinion 15 and AICPA Account
ing Interpretations 1 through 102 of Opinion 15. It also supersedes
or amends other accounting pronouncements. The provisions in
this Statement are substantially the same as those in International
Accounting Standard 33, Earnings p e r Share, recently issued by the
International Accounting Standards Committee.
This Statem ent is effective for financial statements issued for
periods ending after December 15, 1997, including interim peri
ods; earlier application is not permitted. This Statement requires
restatement of all prior-period EPS data presented.
The AITF has issued an advisory to auditors related to this State
ment. A description can be found in this Audit Risk Alert under
the New Auditing and Attestation Interpretations section.
FASB Statement No. 129, D isclosure o f In form ation a b o u t C apital
S tructure (FASB, C urrent Text, vol. 1, sec. C24) establishes stan
dards for disclosing information about an entity’s capital struc
ture. It applies to all entities. This Statem ent continues the
previous requirements to disclose certain information about an
en tity’s capital structure found in APB O pinions No. 10,
O m n ib u s O p in ion -1 9 6 6 , and No. 15, E arnings p e r S h are, and
FASB Statem ent No. 47, D isclosu re o f L ong-T erm O b liga tion s
(FASB, C urrent Text, vol. 1, sec. C32), for entities that were sub
ject to the requirements of those standards. This Statement elim i
nates the exemption of nonpublic entities from certain disclosure
requirements of Opinion 15 as provided by FASB Statement No.
21, Suspension o f th e R eporting o f E arnings p e r Share a n d S egm en t
In form ation by N onpublic E nterprises (FASB, C urrent Text, vol. 1,
sec. E09). It supersedes specific disclosure requirements of APB
Opinions 10 and 15 and FASB Statement 47 and consolidates
them in this Statement for ease of retrieval and for greater visibil
ity to nonpublic entities.
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FASB Statement No. 129 is effective for financial statements for
periods ending after December 15, 1997. It contains no change
in disclosure requirements for entities that were previously sub
ject to the requirements of APB Opinions 10 and 15 and State
ment No. 47.
FASB Statement No. 130, R eporting C om prehensive In co m e estab
lishes standards for reporting and display o f comprehensive
income and its components (revenues, expenses, gains, and
losses) in a full set of general-purpose financial statements. This
Statement requires that all items that are required to be recog
nized under accounting standards as components of comprehen
sive income be reported in a financial statement that is displayed
w ith the same prominence as other financial statements. This
Statement does not require a specific format for that financial
statement but requires that an enterprise display an amount rep
resenting total comprehensive income for the period in that
financial statement.
This Statement requires that an enterprise (a) classify items of other
comprehensive income by their nature in a financial statement and
(b) display the accum ulated balance of other comprehensive
income separately from retained earnings and additional paid-in
capital in the equity section of a statement of financial position.
This Statement is effective for fiscal years beginning after Decem
ber 15, 1997. Reclassification of financial statements for earlier
periods provided for comparative purposes is required.
FASB Statement No. 131, D isclosures a b o u t S egm ents o f an E nter
p r is e a n d R ela ted In fo rm a tio n establishes standards for the way
that public business enterprises report information about operat
ing segments in annual financial statements and requires that
those enterprises report selected information about operating seg
ments in interim financial reports issued to shareholders. It also
establishes standards for related disclosures about products and
services, geographic areas, and major customers. This Statement
supersedes FASB Statement No. 14, F in a n cial R eportin g f o r Seg
m en ts o f a B usiness E nterprise (FASB, C u rren t Text, vol. 1, sec.
S20), but retains the requirement to report information about
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major customers. It amends FASB Statement No. 94, C onsolida
tion o f All M a jority-O w n ed Subsidiaries (FASB, C urrent Text, vol.
1, sec. C 25), to remove the special disclosure requirements for
previously unconsolidated subsidiaries.
This Statement does not apply to nonpublic business enterprises
or to not-for-profit organizations.
This Statement requires that a public business enterprise report
financial and descriptive information about its reportable operat
ing segments. Operating segments are components of an enter
prise about which separate financial information is available that
is evaluated regularly by the chief operating decision maker in
deciding how to allocate resources and in assessing performance.
Generally, financial information is required to be reported on the
basis that it is used internally for evaluating segment performance
and deciding how to allocate resources to segments.
This Statement requires that a public business enterprise report a
measure of segment profit or loss, certain specific revenue and
expense items, and segment assets. It requires reconciliations of
total segment revenues, total segment profit or loss, total segment
assets, and other amounts disclosed for segments to corresponding
amounts in the enterprises general-purpose financial statements.
It requires that all public business enterprises report information
about the revenues derived from the enterprise’s products or ser
vices (or groups of similar products and services), about the coun
tries in which the enterprise earns revenues and holds assets, and
about major customers regardless of whether that information is
used in m aking operating decisions. However, this Statem ent
does not require an enterprise to report information that is not
prepared for internal use if reporting it would be impracticable.
This Statem ent also requires that a public business enterprise
report descriptive information about the way that the operating
segments were determined, the products and services provided by
the operating segments, differences between the measurements
used in reporting segment inform ation and those used in the
enterprise’s general-purpose financial statements, and changes in
the measurement of segment amounts from period to period.
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This Statement is effective for financial statements for periods
beginning after December 15, 1997. In the initial year of applica
tion, comparative information for earlier years is to be restated.
This Statement need not be applied to interim financial state
ments in the initial year of its application, but comparative infor
mation for interim periods in the initial year of application is to
be reported in financial statements for interim periods in the sec
ond year of application.

New AICPA Statement of Position
SOP 97-1, A ccounting by P articip atin g M ortga ge Loan B orrow ers,
establishes the borrower’s accounting for a participating mortgage
loan if the lender participates in increases in the market value of
the mortgaged real estate project, the results of operations of the
mortgaged real estate project, or both. The SOP is effective for
financial statements issued for fiscal years beginning after June
30, 1997. Earlier application is encouraged. The effect of initially
applying the SOP should be reported as a cumulative effect of a
change in accounting principle.

New AICPA Practice Bulletin
Practice Bulletin No. 15, Accounting by the Issuer of Surplus
Notes (No. 033161C LB5), is effective for financial statements
for fiscal years beginning after Dec. 15, 1995.
Practice Bulletin No. 15 provides guidance on accounting, finan
cial statement presentation and disclosure by the issuers of sur
plus notes. It states that surplus notes should be accounted for as
debt instruments and presented as liabilities in the financial state
ments of the issuer. The Practice Bulletin also provides that the
accounting for the accrual of interest would be consistent with
that of other long-term debt.
The effect of in itially applying the Practice B ulletin shall be
reported retroactively through restatement of all previously issued
financial statements presented for comparative purposes. The
cumulative effect of adopting the Practice Bulletin, including the
accrual of interest, if any, shall be in the earliest year restated.
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EITF Consensus Positions
E ITF Issue No.

Description

D ate o f Consensus/ Status

97-1

Implementation Issues in Accounting
fo r Lease Transactions, including Those
involving Special-Purpose Entities

January 23, 1997;
March 13, 1997

97-2

Application o f A P B O pinion No. 1 6
a n d FASB Statem ent No. 9 4 to

Further discussion
is expected at a
future meeting

97-3

Accounting fo r Fees a n d Costs
Associated w ith Loan Syndications
a n d Loan Participations after the
Issuance o f FASB Statem ent No. 1 2 5

May 21-22, 1997

97-4

Deregulation o f the Pricing o f Electricity—
Issues Related to the Application o f FASB

July 23-24,1997

M edical Entities

Statements No. 71 a n d 101

97-5

Accounting fo r the D elayed Receipt o f
Option Shares upon Exercise under A P B
Opinion No. 2 5

97-6

Application o f E IT F Issue No. 96 -2 0 ,
Im pact o f FASB Statem ent No. 125,
Accounting fo r Transfers a n d Servicing o f

Further discussion
is expected at a
future meeting.
July 23-24, 1997

Financial Assets a n d Extinguishments o f
Liabilities, on Consolidation o f Special
Purpose Entities, to Qualifying SPEs
receiving Transferred Financial Assets Prior
to the Effective D ate o f Statem ent 125.

97-7

Accounting fo r Hedges o f the Foreign
Currency Risk Inherent in an A vailablefor-Sale M arketable E quity Security

Further discussion
is expected at a
future meeting.

97-8

Accounting fo r Contingent Consideration
Issued in a Purchase Business Combination

July 23-24, 1997

97-9

Effect on Pooling-of-interests Accounting
o f Certain Contingently Exercisable
Options or Other E quity Instruments

Further discussion
is expected at a
future meeting.

Peer Review Standards Interpretations
Peer Review Standards Interpretations effective for Peer Review
Years Beginning on or After January 1, 1997
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• Interpretation No. 1— On-Site Peer Reviews of Sole Prac
titioners W ith Four or Fewer Professionals at a Location
Other Than the Practitioner's Office (AICPA, P rofessional
Standards, vol. 2, PR sec. 9100.01-.04)
• Interpretation No. 2 Engagement Selection in O n-Site
Peer Reviews (AICPA, P rofession a l S tandards, vol. 2, PR
sec. 9100.05-.07)
• Interpretation No. 3— Team Captain Training Course
(AICPA, P rofessional Standards, vol. 2, PR sec. 9100.09-.11)

Recently Published Practice Alert
The Professional Issues Task Force of the AICPA’s SEC Practice
Section issued Practice Alert 97-1 titled F in a n cial Statem ents on the
Internet. The Practice Alert describes the new method of distribut
ing audited financial statements and the related auditors report
and speaks to several concerns of auditors. This Practice Alert
appears in the January/February 1997 issue of The CPA Letter.

Exposure Drafts Issued by the Auditing Standards Board
Proposed SSAE, M a n a gem en t’s D iscussion a n d A nalysis Includes
Amendments to SAS No. 72, Letters for Underwriters and Cer
tain Other Requesting Parties has an issue date of March 7, 1997,
and provides guidance to practitioners who m ay be engaged to
examine or review management's discussion and analysis (MD&A)
prepared pursuant to the published rules and regulations of the
SEC. If the practitioner is requested by entities to provide this
service, the proposed Statem ent w ould be applied to engage
ments by public companies that are required to follow Item 303
of Regulation S-K and nonpublic entities that choose to prepare
M D &A using the published SEC rules and regulations.
The proposed Statement would provide a framework that may be
useful in providing assurance services in the future as companies
experiment with new forms of financial presentations, such as the
Comprehensive Model for Business Reporting proposed by the
AICPA Special Committee on Financial Reporting. Such a model
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is more forward-looking than the current financial reporting
model; MD & a that public registrants are currently required to
prepare addresses certain elements proposed by the model.
Proposed SAS, R estricting th e Use o f an A uditors R eport, which is
expected to be issued in Dec. 1997, provides guidance to auditors
on restricting the use of reports issued pursuant to SASs. The pro
posed SAS defines the terms general use and restricted use;
describes circumstances in w hich the use of au d itors reports
should be restricted, and specifies the language to be used in
auditor’s reports that are restricted as to use. The effective date of
the proposed SAS is expected to be for periods ending on or after
June 30, 1998.

Guides and Risk Alerts
AICPA Audit and Accounting Guides
The A udit and Accounting Guides summarize the practices
applicable to specific industries and describe relevant matters,
conditions, and procedures unique to these industries. The
accounting guidance included in AICPA Audit and Accounting
Guides is in the GAAP hierarchy as authoritative GAAP. Guides
are available from the AICPA for the following industries (prod
uct numbers are shown in parentheses):
• Agricultural Producers and Cooperatives (012351SM)
• Airlines (013181SM)
• Banks and Savings Institutions (0 1 1 175SM)
• Brokers and Dealers in Securities (012177SM )
• Casinos (013148SM )
• Certain Nonprofit Organizations8 (013165SM )
• Colleges and Universities9 (013323SM )
8. Use o f these Guides is limited to certain governmental units accounted for under
Statements on Governmental Accounting Standards (SGAS) Nos. 15 and 29.
9. Ibid.
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• Common Interest Realty Associations (012486SM )
• Construction Contractors (012094SM )
• Credit Unions (012044SM )
• Employee Benefit Plans (012335SM )
• Entities W ith Oil and Gas Producing Activities (012089SM)
• Federal Government Contractors (012436SM )
• Finance Companies (012464SM )
• Health Care Organizations (012429SM )
• Investment Companies (012360SM )
• Not-for-Profit Organizations (013166SM )
• Property and Liability Insurance Companies (011919SM)
• State and Local Governmental Units (012056SM )
• Stock Life Insurance Companies (012035SM )
• Voluntary Health and Welfare Organizations10 (012158SM)
The following general Audit and Accounting Guides also may be
of interest to CPAs performing audit and attest engagements:
• Consideration of Internal Control in a Financial Statement
Audit (012451SM)
• Personal Financial Statements (011133SM)
• Prospective Financial Information (0 1 1 140SM)
• Use of Real Estate Appraisal Information (013158SM)
The AICPA's Accounting Standards Executive Committee recently
issued a new Audit and Accounting Guide for brokers and dealers
in the securities industry. Brokers a n d D ealers in S ecu rities (No.
0121CLB7) replaces the industry Guide issued in 1985.

10. Ibid.

58

The new Guide will require, among other things, two key changes
in financial reporting. Specifically, it will prohibit combining sub
ordinated debt with stockholders’ equity. It also will require that
delayed-delivery transactions be reported in the statement of
financial condition on the settlement, or delivery, date instead of
the trade date.
The changes will be effective for annual financial statements issued
for fiscal years beginning after Dec. 15, 1987, and for interim
financial statements issued after initial application of the guide.
Earlier application of the new requirements is also permitted. In
addition, restatement of comparative annual financial statements
presented for earlier periods will be recommended, though such
restatement is not required.

AICPA Annual Industry Audit Risk Alerts
AICPA annual Industry Audit Risk Alerts provide information
about current economic, regulatory, and professional develop
ments in specified industries. They assist CPAs in planning and
performing engagements by highlighting reporting issues, recur
ring peer review problems, and lessons learned from litigation.
1997/98 Audit Risk Alerts are available from the AICPA for the
following industries (product numbers are shown in parentheses):
• Depository and Lending Institutions (022200)
• Construction Contractors (022199)
• Common Interest Realty Associations (022189)
• Employee Benefit Plans (022193)
• Health Care (022203)
• High-Technology (022204)
• Insurance (022205)
• Investment Companies (022206)
• Not-for-Profit Organizations (022192)
• Real Estate (022212)
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• Retail Enterprises (022210)
• Securities (022211)
• State and Local Governments (022191)

Publications From the Audit and Attest Standards Group
The following publications are available from the AICPA. Prod
uct numbers and prices are shown in parentheses.
• C od ifica tion o f S tatem ents on A u d itin g S tandards includes
SAS Nos. 1 to 82 as well as SSAEs (059026, $52.00 mem
bers, $57.25 nonmembers)
• Recently published A uditing Procedures Studies are the
following:
— Im p lem en tin g SAS No. 70, Reports on the Processing of
Transactions by Service O rganizations (0210566A ,
$28.50 members, $31.50 nonmembers)
— A ud it Im p lica tio n s o f E lectro n ic D ata I n ter ch a n g e
(0210606A, $19.50 members, $21.50 nonmembers)
— A uditing in a Client/Server E nviron m en t (available end of
first quarter of 1997)
— A udit Im p lica tion s o f E lectronic D ocu m en t M a n a gem en t
(available end of first quarter of 1997)
— R evised C onfirm ation o f A ccounts R eceiva b le (210646A,
$28.50 members, $31.50 nonmembers)
— C odification o f Statem ents f o r A ccou n tin g a n d R eview Ser
vices includes SSARSs 1 to 7 (0571676A, $13.00 mem
bers, $14.25 nonmembers)
• C onsidering F raud in a F in a n cia l S tatem en t A udit: P ra ctica l
G uidance f o r A pplying SAS No. 82 (008883, $74.00 mem
bers, $86.00 nonmembers)
• The In fo rm a tio n T echnology A ge: E vid en tia l M a tter in th e
E lectronic E nvironm ent (021068)

60

AICPA Services
Order Department
To order AICPA products, call (800) 862-4272 (menu selection
#1); write AICPA Order Department, CLA10, P.O. Box 2209,
Jersey City, NJ 07303-2209; fax (800) 362-3066. Prices do not
include shipping and handling. The best times to call are 8:30 to
11:30 A.M. and 2:00 to 7:30 P.M., EST. Obtaining product infor
mation and placing online orders can be done at a the AICPA’s
Web site http://www.aicpa.org.

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services.
Call (800) 862-4272.

Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to
the application of the AICPA Code of Professional Conduct. Call
(800) 862-4272.

World Wide Web Site
The AICPA recently established a home page on the World W ide
Web. “AICPA O nline,” the Web site (URL or uniform resource
locator: http://www.aicpa.org), offers CPAs the unique opportu
nity to stay abreast of developments in accounting and auditing,
including exposure drafts. The home page is updated daily. The
Web site includes “In Our Opinion,” the newsletter of the AICPA
Audit and Attest Standards Team. The newsletter provides valu
able and timely information on technical activities and develop
ments in auditing and attestation standard setting.
This Audit Risk Alert replaces A udit Risk A lert— 1996/97.
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Practitioners should also be aware of the economic, industry,
legislative and professional developments described in C om pila
tion a n d R eview A lert— 1997/98, which may be obtained by call
ing the AICPA O rder D epartm ent and asking for product
number 060681.
The “Value-Added” Audit was adapted from an article authored by
David R. Frazier, Gary M. Gillette, and Kathy J. Ecklund ( The CPA
Jo u rn a l, November 1996)
Practitioners Publishing Com pany (PPC) and the AICPA are
currently offering on one CD -RO M disk, entitled T he P ra cti
tio n ers L ibrary—A ccou n tin g a n d A uditing, publications issued by
PPC, the AICPA, and the FASB. The disk contains the following
publications issued by the FASB: O rigin a l P ronouncem ents, Cur
ren t Text, E m ergin g Issues Task F orce Abstracts, and FASB Im p le
m en ta tion G uides; and the following publications issued by the
AICPA: P rofessional Standards, T echnical P ra ctice Aids, A udit a n d
A ccou n tin g Guides, and P eer R eview P rogram M anual. The disk
also contains eighteen PPC engagement manuals. The disk may
be customized so that purchasers pay for and receive only selected
segments of the material. For more information about this prod
uct call (800) 323-8724.
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APPENDIX A

Com parisons of SAS No. 82, Consideration of
Fraud in a Financial Statement Audit, W ith
SAS No. 53, The Auditor’s Responsibility to

Detect and Report Errors and Irregularities
SAS NO. 82

SAS NO. 53

S cope

S cope

Deals solely with auditor's consideration
o f fraud in a financial statement audit.

Deals with both errors and irregulari
ties in a financial statement audit.

D efinitions

D efinitions

Provides an expanded description of
fraud and covers both fraudulent finan
cial reporting and misappropriations
(Paras. 3 through 10)

Defines both errors and irregularities.
Notes that irregularities include both
fraudulent financial reporting and mis
appropriations o f assets.

D etection R esponsibility
The ASB considers the detection responsibility in SAS No. 82 to be the same as
that under SAS No. 53, however, the detection responsibility in SAS No. 82:
• Has been clarified,
• Uses the term fraud, rather than the term irregularities , and
• Covers both planning and performing the audit.

D etection Responsibility. The auditor
has a responsibility to plan and perform
the audit to obtain reasonable assurance
about whether the financial statements
are free o f material misstatement,
whether caused by error or fraud.

Risk Assessment a n d D etection
Responsibility. The auditor should
assess the risk that errors and irregulari
ties may cause the financial statements to
contain a misstatement. Based on that
assessment, the auditor should design the
audit to provide reasonable assurance of
detecting errors and irregularities that are
material to the financial statements.

Risk Assessment. The auditor should
specifically assess the risk of material mis
statement of the financial statements due
to fraud and should consider that assess
ment in designing the audit procedures to
be performed. In making this assessment,
the auditor should consider fraud risk
factors that relate to fraudulent financial
reporting and misappropriation of assets
in each of the related categories in para
graphs 16 and 18 (of SAS No. 82).
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SAS NO. 82 (continued)

SAS NO. 53 (continued)

Risk Factors

Risk Factors

Provides close to forty examples o f risk
factors for both fraudulent financial
reporting and misappropriation of
assets in the following categories:

An assessment o f the risk o f material
misstatement should be made during
planning. It identifies 16 factors in the
categories listed below that may be
considered:

Categories o f Risk Factors Relating to
Fraudulent Financial Reporting

• Management Characteristics

• Management’s Characteristics

• Operating and Industry Characteristics

and Influence over the Control
Environment

• Engagement Characteristics
It also identifies nine risk factors that
may influence the assessment o f audit
risk at the balance or class level.

• Industry Conditions
• Operating Characteristics and
Financial Stability
Categories o f Risk Factors Relating to
Misappropriation o f Assets

• Susceptibility o f Assets to Misappro
priation
• Controls

Other C onditions

Other C onditions

Provides 13 examples o f other condi
tions that may be identified during
field work that change or support the
risk assessment, including:

None.

• Discrepancies in accounting records
• Conflicting or missing evidential
matter
• Problematic relations between audi
tor and client

R esponse

to

R isk

Both SASs note that the auditor's response to risk may affect:
• Engagement staffing and extent of supervision,
• Professional skepticism, and
• Nature, timing and extent o f procedures performed.
None.

SAS No. 82 provides examples of
specific responses to:
• Risk at the account balance, class of
transactions, and assertion level.
• Risk of fraudulent financial reporting.
• Risk o f misappropriation o f assets.
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P rofessional S kepticism

Professional S kepticism

An expanded discussion o f professional
skepticism has been moved to AU sec
tion 230, D ue Professional Care in the
Performance o f Work, to highlight the
importance o f exercising professional
skepticism throughout the audit.

Briefly discusses the concept o f profes
sional skepticism and describes profes
sional skepticism in planning and
performing the audit

Response to D etected
M isstatements D ue to Fraud

Response to D etected
M isstatements D ue to Fraud

Immaterial: For fraud with an immate

rial effect on the financial statements,
the auditor should:
• Refer the matter to an appropriate
level of management at least one
level above those involved, and
• Be satisfied that implications for
other aspects of the audit have been
adequately considered.
M aterial: For fraud with a material

effect or for which the auditor is unable
to determine potential materiality, the
auditor should:
• Consider implications for other
aspects o f the audit,
• Discuss the matter and approach to
further investigation with an appro
priate level o f management at least
one level above those involved,
• Attempt to determine whether mater
ial fraud exists and, if so, its effect, and
• If appropriate, suggest that the client
consult with legal counsel.

D ocumentation R equirements

D ocumentation Requirements
The auditor should document:

None— Refer to SAS No. 41, Working

• Those risk factors identified as pre
sent and the auditor’s response to
those risk factors

Papers.

• If other risk factors are identified dur
ing the audit that cause the auditor to
believe that an additional response is
required, the auditor should docu
ment those risk factors or conditions
and any further response the auditor
concluded was appropriate
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SAS NO. 82 (continued)

SAS NO. 53 (continued)

Inquiries

Inquiries

The auditor should inquire o f manage
ment (1) to obtain their understanding
regarding the risk o f fraud in the entity
and (2) to determine whether they have
knowledge o f fraud that has been perpe
trated on or within the entity. (Para. 13)

Not discussed.

If the entity has established a program
to prevent, deter, and detect fraud, the
auditor should inquire o f those persons
overseeing such programs as to whether
the program has identified any fraud
risk factors. (Para.24)

Not discussed.

C ommunications

C ommunications

When the auditor has identified risk
factors that have continuing control
implications, the auditor should con
sider whether these risk factors repre
sent reportable conditions that should
be communicated to senior manage
ment and the audit committee.

Not discussed.

Other communication requirements in SAS No. 82 (Paras. 35, 38 and 39) are very
similar to those in SAS No. 53.
Whenever the auditor determines that there is evidence that a fraud may exist, that
matter should be brought to the attention of an appropriate level of management.
Fraud involving senior management and fraud that causes a material misstatement
should be reported directly to the audit committee.
Footnote 24 refers to reports that may be
required, under certain circumstances,
pursuant to the Securities Litigation
Reform Act of 1995 (section 10A of
the Securities Exchange Act o f 1934)
relating to an illegal act that has a mate
rial effect on the financial statements.

Not included.
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APPENDIX B

Private Securities Litigation Reform Act of 1995, Title III
AUDITOR DISCLOSURE OF CORPORATE FRAUD
SEC. 301. FRAUD DETECTION AND DISCLOSURE.

(a) In General.—The Securities and Exchange Act of 1934 (15 U.S.C.
78a et seq.) is amended by inserting immediately after section 10 of the
following new section:
“SEC. 10A. AUDIT REQUIREMENTS.

“(a) In General.—Each audit required pursuant to this title of the
financial statements of an issuer by an independent public accountant shall
include, in accordance with generally accepted auditing standards, as may
be modified or supplemented from time to time by the Commission—
“(1) procedures designed to provide reasonable assurance of
detecting illegal acts that would have a direct and material effect on
the determination of financial statement amounts;
“(2) procedures designed to identify related party transactions
that are material to the financial statements or otherwise require
disclosure therein; and
“(3) an evaluation of whether there is substantial doubt about
the ability of the issuer to continue as a going concern during the
ensuing fiscal year.
(b) Required Response To Audit Discoveries.—
“(1) Investigation and report to management.—If, in the course
of conducting an audit pursuant to this title to which subsection (a)
applies, the independent public accountant detects or otherwise
becomes aware of information indicating that an illegal act (whether
or not perceived to have a material effect on the financial statements
of the issuer) has or may have occurred, the accountant shall, in
accordance with generally accepted auditing standards, as may be
modified or supplemented from time to time by the Commission—
“(A)(i) determine whether it is likely that an illegal act has
occurred; and
“(ii) if so, determine and consider the possible effect of the
illegal act on the financial statements of the issuer, including
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any contingent monetary effects, such as fines, penalties, and
damages; and
“(B) as soon as practicable, inform the appropriate level of the
management of the issuer and assure that the audit committee of
the issuer, or the board of directors of the issuer in the absence of
such a committee, is adequately informed with respect to illegal acts
that have been detected or have otherwise come to the attention of
such accountant in the course of the audit, unless the illegal act is
clearly inconsequential.
“(2) Response to failure to take remedial action.—If, after
determining that the audit committee of the board of directors of
the issuer, or the board of directors of the issuer in the absence of an
audit committee, is adequately informed with respect to illegal acts
that have been detected or have otherwise come to the attention of
the accountant in the course of the audit of such accountant, the
independent public accountant concludes that—
“(A) the illegal act has a material effect on the financial
statements of the issuer;
“(B) the senior management has not taken, and the board of
directors has not caused senior management to take, timely and
appropriate remedial actions with respect to the illegal act; and
“(C) the failure to take remedial action is reasonably expected
to warrant departure from a standard report of the auditor, when
made, or warrant resignation from the audit engagement; the
Independent public accountant shall, as soon as practicable, directly
report its conclusions to the board of directors.
“(3) Notice to commission; response to failure to notify.—An issuer
whose board of directors receives a report under paragraph (2) shall
inform the Commission by notice not later than 1 business day after
the receipt of such report and shall furnish the independent public
accountant making such report with a copy of the notice furnished
to the Commission. If the independent public accountant fails to
receive a copy of the notice before the expiration of the required 1business-day period, the independent public accountant shall—
“(A) resign from the engagement; or
“(B) furnish to the Commission a copy of its report (or the
documentation of any oral report given) not later than 1 business
day following such failure to receive notice.
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“(4) Report after resignation.—If an independent public accountant
resigns from an engagement under paragraph (3)(A), the accountant
shall, not later than 1 business day following the failure by the
issuer to notify the Commission under paragraph (3), furnish to the
Commission a copy of the accountant's report (or the documentation
of any oral report given).
“(c) Auditor Liability Limitation.—No independent public
accountant shall be liable in a private action for any finding, conclusion,
or statement expressed in a report made pursuant to paragraph (3) or (4)
of subsection (b), including any rule promulgated pursuant thereto.
“(d) Civil Penalties in Cease-and-Desist Proceedings.—If the
Commission finds, after notice and opportunity for hearing in a
proceeding instituted pursuant to section 21C, that an independent
public accountant has willfully violated paragraph (3) or (4) of
subsection (b), the Commission may, in addition to entering an order
under section 21C, impose a civil penalty against the independent
public accountant and any other person that the Commission finds was a
cause of such violation. The determination to impose a civil penalty and
the amount of the penalty shall be governed by the standards set forth in
section 2 1B.
“(e) Preservation of Existing Authority.—Except as provided in
subsection (d), nothing in this section shall be held to limit or otherwise
affect the authority of the Commission under this title.
“(f) Definition.—As used in this section, the term ‘illegal act means
an act or omission that violates any law, or any rule or regulation having
the force of law.”
(b) Effective Dates.—The amendment made by subsection (a) shall
apply to each annual report—
(1) for any period beginning on or after January 1, 1996, with
respect to any registrant that is required to file selected quarterly
financial data pursuant to the rules or regulations of the Securities
and Exchange Commission; and
(2) for any period beginning on or after January 1, 1997, with
respect to any other registrant.
Speaker of the House of Representatives.
Vice President of the United States and President of the Senate.
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APPENDIX C

Sample Management Letter Comments
for the Year 2000 Issue
The following is illustrative language that auditors may want to add to
their management letter regarding the year 2000 issue:
On January 1, 2000, information technology experts believe
that many application systems will fail as a result of erroneous
calculations and data integrity problems. The situation, com
monly known as the year 2000 issue, will occur because many
computers cannot process date information beyond December
31, 1999. That is because many application software products
(both commercial and in-house-developed legacy systems) were
originally designed to accommodate only a two digit date posi
tion to represent the year (for example, 95 for the year 1995).
The company must devote the necessary resources to evaluate
its systems and make them year 2000 compliant. This will
ensure that the systems will be able to process date information
on and after January 1, 2000.
We recommend that you modify all applications, particularly
mission-critical applications, by December 31, 1998, to allow
for complete testing before January 1, 2000. If the company is
not year 2000 compliant by January 1, 2000, it may experience
costly and significant application program failures that could
prevent it from performing its normal processing activities.
Depending on the extent of system failures, noncompliance may
also affect the audit of the December 31, 1999 financial state
ments and, in extreme situations, could have catastrophic finan
cial consequences for the company.
Also, the company should consider implementing additional verifica
tion procedures to test the accuracy of information received from its
vendors, bankers, customers, and other third party organizations with
whom you exchange date-dependent information because these organi
zations also must become year 2000 compliant. The Company should
satisfy itself that vendors, customers and other third party organizations
will not experience problems relating to the Year 2000 Issue that could
affect the Company’s sales or purchases.
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